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ABSTRACT 


This  thesis  advocates  that  the  accounting  concept  of 
profit  for  external  reporting  purposes  should  present  infor¬ 
mation  which  facilitates  (l)  the  prediction  of  future  earn¬ 
ings  by  present  and  potential  equity  and  debt  holders, 

(2)  the  evaluation  of  management  by  outsiders,  (3)  a  just 
taxation  policy,  and  (4)  the  rational  control  of  the 
ubiquitous  social  and  economic  power  of  the  modern  large 
corporation.  Moreover,  the  accounting  concept  of  profit 
should  place  emphasis  on  the  business  entity  as  the  central 
unit,  since  various  and  diverse  groups  are  dependent  on  the 
corporation  for  employment,  income,  and  economic  growth  and 
stability.  Present  practices  of  calculating  profit  fail  to 
fulfill  these  objectives  adequately. 

The  problem  of  choosing  a  more  relevant  definition 
of  profit  is  complicated  by  diverse  opinions  both  within 
and  between  the  economic  and  accounting  professions. 
Nevertheless,  by  historical  investigation,  it  is  possible 
to  identify  several  "theories"  from  which  to  choose. 
Economists  have  attributed  the  profit  phenomena  variously 
to:  (l)  the  preferred  position  of  the  firm  in  buying  or 

selling  markets;  (2)  the  ability  of  entrepreneurs,  through 
innovation,  to  gain  an  excess  of  revenues  over  expenses; 

(3)  the  ability  of  the  collective  enterprise  to  influence 
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the  market  structure;  and.  (4)  the  existence  of  uncertain¬ 
ties  in  combining  the  factors  of  production. 

Alternatively*  accountants  have  tended  to  be  concerned 
with  various  measurement  difficulties*  particularly  those 
involved  in  the  separation  of  profit  from  capital.  In  order 
to  maintain  real  capital*  several  forms  of  price-level 
adjustments  have  been  suggested  for  the  valuation  of  assets. 
Included  are:  (l)  general  purchasing  power  adjustments* 
either  for  the  value  of  money  generally  or  a  specific  group 
of  goods;  and  (2)  specific  asset  input  or  output  price-level 
adjustments.  Among  other  points*  accountants  have  debated 
whether  to  include  in  the  net  profit  figure  only  the  results 
of  current  normal  operations  or  all  items  which  result  in  a 
change  to  owners'  equity. 

While  no  single  profit  concept  adequately  fulfills  all 
of  the  accounting  objectives  of  measuring  profit*  the  uncer¬ 
tainty  concept  provides  a  common  base.  The  uncertainty  con¬ 
cept  seems  most  appropriate  because  it  is  consistent  with 
economic  realities  in  describing  profit  as  the  difference 
between  ex  post  and  ex  ante  returns.  Ex  ante  returns  are 
estimations  of  future  earnings*  made  by  management*  and 
communicated  by  accountants  before  the  fact.  They  provide  a 
guide  to  the  investment  decision  maker  and  the  creditor.  We 
feel  that  ex  ante  returns  should  be  all-inclusive.  Ex  post 
returns*  when  compared  to  ex  ante  returns*  provide  a  means 
of  evaluating  the  efficiency  of  management  in  achieving  the 
firm's  goals.  We  conclude  that  profits  are  best  measured  by 
valuing  assets  using  a  general  investment  price-level 
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adjustment.  As  such  they  should  present  only  the  results 
of  current  operations.  Ex  post  profits  seem  to  provide 


the  best  tax  base. 
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CHAPTER  I 


INTRODUCTION 


The  Problem 

A  concept  of  profit  is  central  to  both  accounting 
and  economic  theory.  Yet,  disagreement  on  a  definition  of 
profit  exists  both  within  and  between  the  accounting  and 
economic  professions.  While  it  may  be  frivolous  to  argue 
about  definitions,  it  is  nevertheless  absolutely  mandatory 
for  accountants  to  understand  their  concept  of  profit,  the 
evolution  of  that  concept,  and  its  relationship  to  economic 
concepts  of  profit.  Moreover,  any  good  research,  be  it 
inductive  or  deductive,  must  begin  with  clear  and  concise 
definitions.  The  primary  problem  for  accountants  therefore, 
is  to  choose  from  among  the  many  alternatives,  the  most 
useful  definitions  of  profit.  Furthermore,  they  must  under¬ 
stand  the  alternatives  available  and  the  uses  and  limit¬ 
ations  of  each. 

Organization  and  Methodology 

This  thesis  has  a  twofold  significance:  (l)  a 
historical  review  of  economic  and  accounting  literature  is 
made  to  determine  the  various  definitions  of  profit;  and 
(2)  an  analysis  of  the  concepts  is  made  to  choose  the  most 
appropriate  concept  to  fulfill  the  accounting  objectives 
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of  measuring  profit.  The  first  objective  is  accomplished 
by  a  library  research  of  accounting  and  economic  theories 
of  profit.  An  attempt  is  made  to  trace  the  development 
of  the  various  concepts,  to  place  the  "modern"  concepts  in 
their  proper  historical  perspective,  and  to  provide  a  series 
of  definitions  for  later  analysis. 

The  analysis  section  follows  the  historical  review. 

Its  objective  is  to  choose,  from  among  the  alternative 
definitions,  the  most  useful  profit  concept.  The  choice 
depends  primarily  upon  the  postulated  nature  of  the  relation¬ 
ship  between  the  corporation  and  various  segments  of  society 
and  the  assumed  reasons  for  measuring  business  income.  Our 
approach,  therefore,  is  normative. 

The  organization  of  the  thesis  is  as  follows:  Chap¬ 
ter  two  postulates  four  major  objectives  of  measuring  bus¬ 
iness  profit:  (l)  prediction  of  future  income  flows; 

(2)  evaluation  of  economic  decision  making;  (3)  determin¬ 
ation  of  the  firm's  ability  to  pay  taxes;  and  (4)  other 
"social"  objectives  such  as  rate  setting,  wage  and  price 
setting,  etc.  These  "assumptions"  are  the  basis  of  the 
analytical  part  of  the  thesis. 

Chapters  three  and  four  review  the  economic  and 
accounting  literature  respectively,  with  respect  to  income 
and  profit  concepts.  They  provide  a  historical  perspective 
to  the  thesis  and  each  concludes  with  a  classification  of 
the  various  concepts  of  income  and  profit.  From  the  objec¬ 
tives  of  chapter  two  and  the  concepts  of  chapters  three 
and  four,  the  analysis  is  conducted  in  chapter  five. 
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Chapter  six  summarizes  and  concludes  the  thesis,,  and 
indicates  areas  for  further  research. 
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Terminology 

The  terminology  in  accounting  and  economic  liter¬ 
ature  with  regards  to  "income"  and  "profit"  has  been 
inadequate.  Undoubtedly,  the  use  of  the  words  "income" 
and  "profit"  in  indiscrimina ting  ways  to  describe  the  same 
phenomena  has  created  much  confusion.  While  accountants 
have  generally  preferred  the  term  "income",  in  describing 
the  economic  gain  of  a  business,^  economists  have  used  the 
term  "profits"  variously  to  describe  profit  from  trade 
(merchantilist  identification),  the  component  of  each 
income  category  above  expectation,  the  reward  for  innov- 

2 

ation,  and  the  renumeration  for  selling  or  for  production. 

The  economist  describes  "income"  as  being  composed  of  four 

separate  items:  profit,  wages,  interest,  and  rent.  These 

become  income  only  when  received  by  individuals. 

The  term  profit  will  be  used  throughout  this  thesis 

y 

to  denote  the  benefit  derived  by  the  business  entity 


The  American  Institute  of  Accountants  considered  the 
terms  "income",  "profit",  and  "earned  surplus",  and  con¬ 
cluded  in  favor  of  the  term  "income"  because  of  its  popular 
usage.  See  American  Institute  of  Accountants,  "Report  of 
the  Committee  on  Terminology, "  Accounting  Research  Bulletins 
(May,  19^1),  pp.  71-76. 

2D.  M.  Lamberton,  The  Theory  of  Profit  (Oxford:  Basil 
Blackwell,  1965).  pp.  17'zl63 

q 

Our  concept  of  a  business  entity  is  developed  below. 
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as  compensation  for  the  risks  and.  use  of  capital  in  assoc¬ 
iation  with  the  business  activity.  Income  will  be  aonsidered 
a  gross  term  to  describe  benefits  from  land,  labour,  or 
capital.  Thus  the  distinction  between  profit  and  income  is 
considered  a  macro-micro  polarization.  Profit  is  a  more 
restrictive  concept  dealing  with  risk  and  capital  invest¬ 
ment;  income  is  the  macro  term  which  denotes  gross  receipts 
from  various  productive  resources.  However,  more  exacting 
definitions  will  be  provided  by  the  historical  invest¬ 
igations  . 

Since  we  defined  profit  in  terms  of  the  business 
entity,  it  is  important  to  note  our  concept  of  an  entity. 
Accordingly,  we  will  restrict  our  Investigations  to  a  part¬ 
icular  type  of  business  enterprise.  Our  concept  of  a  corp- 

4 

oration  is  based  upon  that  of  Berle  and  Means.  The  main 
features  include:  (l)  the  firm  is  characterized  by  the 
separation  of  ownership  from  control;  (2)  the  firm  is 
capable  of  generating  sufficient  funds  for  expansion  from 
internal  sources  or  from  debt;  hence  it  seldom  requires 
new  equity  financing;  (3)  characteristically,  it  is  large 
and  has  a  great  deal  of  social  and  economic  power;  and 
(4)  the  firm  is  generally  free  to  react  to  the  price  system 
and  to  choose  its  own  products  and  markets. 

This  concept  of  a  firm  and  this  definition  of  profit 

4 

Adolph  A.  Berle,  and  Gardiner  C.  Means,  The  Modern 
Corporation  and  Private  Property  (New  York:  Ha r court ,  Brace 
and  World,  Inc . ,  19&7 ) • 
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demand  strict  adherence  to  the  entity  concept.  Certainly,, 
the  law  recognizes  the  corporation  as  a  "legal  entity". 
However,  accountants,  while  on  the  surface  accepting  the 
concept,  in  practice  only  superficially  adhere  to  it.  The 
term  income  itself  denotes  a  bias  in  favour  of  a  propreit- 
ary  notion,  since  historically,  income  has  been  associated 
with  the  gains  of  individuals.  We  accept  that  a  corpor¬ 
ation  exists  in  order  to  fulfill  the  requirements  of 
society.  We  accept  that  accountants  should  attempt  to 
provide  information  for  use  by  outsiders.  However,  we  do 
not  accept  that  accountants  should  attempt  to  measure  indiv¬ 
idual  investor's  income  in  the  corporation. 

Basically,  we  adhere  to  the  entity  concept  as  inter- 

15 

preted  by  Professor  Husband.  He  states: 

From  the  entity  point  of  view  the  following  would 
constitute  the  most  reasonable  line  of  argument  and  the 
most  reasonable  conclusion: 

(1)  Income  earned  by  the  corporation  is  entity  income 
and  not  the  income  of  the  stockholder  participants. 

(2)  The  resulting  retained  earnings  constitute  part  of 
the  corporate  entity's  equity  in  itself. 

(3)  A  distribution  of  assets  which  reduces  the  corp¬ 
orate  entity's  equity  in  itself  to  stockholders  (a 
cash  dividend)  .  .  .  transfers  to  the  stockholders 
something  which  was  not  theirs  previously  and  there¬ 
fore  constitutes  income  to  the  stockholders . ^ 

We  are  abstracting  all  "personality"  from  the  corporation, 

in  recognizing  that  it  exists  as  a  very  definite  and  separate 


^George  R.  Husband,  "The  Entity  Concept  in  Accounting, " 
The  Accounting  Review,  XXXIX  (October,  195^-)  *  PP •  552-563* 

^Ibid . ,  p.  155*  By  our  terminology,  the  first  two 
uses  of  the  word  income  would  be  replaced  by  the  word  profit. 
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entity.  As  such.,  it  exists  in  order  to  fulfill  the  objec¬ 
tives  of  many  segments  of  society. 

Limitations 

The  most  significant  limitations  of  this  thesis  are 
inherent  in  several  crucial  assumptions.  Foremost  among 
the  assumptions  are:  (l)  the  nature  of  the  firm  and  its 
relationship  with  society;  (2)  the  function  of  accountancy 
in  its  communication  role  between  the  firm  and  society;  and 
(3)  the  reasons  for  measuring  profit.  None  of  the  assump¬ 
tions  is  unique  either  in  an  absolute  sense  or  in  relation 
to  the  study  of  accountancy.  Each  source  is  documented. 
Nevertheless,  the  conclusions  are  relevant  only  in  so  far 
as  the  assumptions  hold  true. 

Several  other  less  crucial  limitations  are  apparent. 
The  investigation  is  restricted  exclusively  to  reporting 
for  external  users,  while  ignoring  a  major  function  of 
accounting--pertaining  to  internal  information  requirements. 
However,  this  in  no  way  influences  the  conclusions;  only  the 
scope  is  limited. 

The  economic  and  accounting  historical  review  is 
restricted  almost  exclusively  to  British  and  American 
concepts.  The  extent  to  which  this  limits  the  findings  is 
open  to  question.  Only  a  much  more  extensive  review  of  the 

7 

This  entity  concept  is  consistent  with  a  branch  of 
economics  which  identifies  the  entrepreneur  as  the  firm. 

See  James  H.  Strauss,  "The  Entrepreneur:  The  Firm,"  Journal 
of  Political  Economy,  LII  (June,  1944),  pp.  112-117. 
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literature,  taking  account  of  other  European  and  Canadian 
literature  would  make  the  sections  complete.  We  do  feel 
somewhat  justified,  especially  in  the  accounting  section, 
because  American  theorists  have  been  in  the  vanguard  of 
theory  development. 

Any  valid  contribution  of  this  thesis  is  to  the  area 
of  accounting  theory,  and  not  to  accounting  practice.  A 
great  deal  more  interpretation  and  refinement  is  required 
before  any  of  the  findings  expressed  herein  could  be  inter¬ 
preted  for  everyday  use.  Finally,  we  will  restrict  our 
attention  to  the  general  theory  behind  profit  measurement. 
Consequently,  we  are  unconcerned  with  some  of  the  more 
detailed  aspects  of  the  problem. 
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CHAPTER  II 


THE  OBJECTIVES  OF  MEASURING  PROFIT 


Accounting  is,  and  must  continue  to  be,  a  science 
with  a  purpose."*-  It  is  not  an  end  to  itself;  it  must  not 
be  studied,  as  other  sciences  may  be,  for  the  mere  advance¬ 
ment  of  knowledge.  Rather,  from  Its  inception,  accountancy 
was  designed  to  fulfill  rather  specific  information  require¬ 
ments.  In  part,  it  is  a  communication  system  from  the 
corporation  to  various  interested  "outsiders"  such  as 
investors,  employees,  the  government,  consumers,  and  sup¬ 
pliers.  To  communicate  meaningfully,  the  science  of  account¬ 
ing  must  understand  the  information  requirements  of  the 
people  to  whom  it  is  communicating.  Certainly,  the  1966 
statement  by  the  American  Association  recognized 

the  importance  of  identifying  the  information  requirements 

2 

of  external  users  of  financial  statements. 


1 

In  calling  it  a  science,  it  is  most  important  to  draw 
the  distinction  between  accounting  theory  and  accounting 
practice.  Accounting  theory,  or  what  was  called  the  science 
of  accountancy,  may  properly  be  called  a  science  in  so 
far  as  it  has  been  derived  by  deductive  and  inductive  anal¬ 
ysis.  However,  the  present  state  of  accounting  practice 
is  more  properly  called  an  art,  since  it  has  developed 
primarily  from  tradition  and  convention. 

2 

Charles  T.  Zlatkovich,  "A  New  Accounting  Theory 
Statement,"  The  Journal  of  Accountancy  (August,  1966), 
pp.  31-36.  See  especially  p.  33* 
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It  is  impossible  to  disseminate  all  the  information 
requirements,,  since  the  corporation  interacts  with  diverse 
bodies  of  outsiders.  However,  generalizations  are  possible. 
This  chapter  identifies  the  reasons  for  income  measurement. 

As  such,  it  is  the  foundation  of  this  thesis,  and  in  part¬ 
icular  chapter  five,  which  analyzes  the  concepts  developed 
in  chapters  three  and  four,  based  upon  the  objectives 
outlined  in  this  chapter. 

The  objectives  for  measuring  business  profit  may 
be  broken  into  two  general  categories:  (l)  the  require¬ 
ments  of  "legitimately"  interested  parties  such  as  investors, 
creditors,  and  employees;  and  (2)  the  broader  requirements 
of  government  and  society  as  a  whole.  The  first  category 
encompasses  the  more  traditional  objectives  of  measuring 
profit  and  clearly  identifies  specific  information  require¬ 
ments.  On  the  other  hand,  the  second  category  transcends 
the  traditional  bounds  of  the  accounting  function  and  is 
necessitated  by  the  ubiquitous  nature  of  the  modern  corp¬ 
oration.  The  needs  of  the  second  group  are  less  easily 
identified,  and  in  fact  each  may  be  rather  unique.  Never¬ 
theless,  the  accounting  framework  must  be  prepared  to 
fulfill  the  needs  as  they  arise. 

INDIVIDUAL'S  REQUIREMENTS 

"Legitimately"  interested  individuals  primarily 
include  investors  and  creditors;  however,  employees  and 
suppliers  are  also  interested.  It  is  imperative  to  under¬ 
stand  the  uses  to  which  these  people  place  the  "net  income 
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figure"  which  accountants  measure.  Once  the  objectives 
of  the  users  are  understood,  their  needs  may  be  more 
readily  fulfilled. 

Evaluation  of  Economic  Decisions 

In  restricting  bhe  present  examination  to  large 
publicly  held  corporations ,  we  are  placing  the  information 
requirements  of  outsiders  in  a  sharper  focus.  Given  that 
in  the  majority  of  large  corporations  in  the  U.S.A.  and 
Canada ,  control  is  separated  form  ownership,  the  need  for 
an  effective  means  of  evaluating  managerial  effectiveness 
becomes  more  pronounced.  Shareholders  and  creditors  must 
have  the  means  available  to  them  to  evaluate  managerial 
effectiveness  in  the  daily  operations  of  the  company. 

What  is  needed  then  is  a  measure  of  effectiveness  in 
achieving  the  goals  of  the  company.  While  short  run  object¬ 
ives  may  include  either  profit  "maximization",  stability  of 
profits,  or  growth,  survival  is  a  common  long  run  object¬ 
ive.  In  order  to  survive,  the  firm  must  cope  with  the 

uncertainties  of  changing  technology,  markets,  and  internal 

q 

conditions.  Since  profit  Is  a  measure  of  success,  if  a 
firmds  goal  Is  "profit  maximization",  it  is  in  itself  a 
measure  of  efficiency.  However,  efficiency  is  a  relative 
term.  To  be  meaningful.  It  must  be  compared  to  a  base. 
Traditionally,  the  absolute  "profit"  figure  has  been  compared 

^R.  E.  Schneck,  "Complex  Organizations  as  Open  Systems," 

In  Readings  in  Managerial  Accounting,  ed  by  L.  S.  Rosen 
(Western  Canadian  Chartered  Accountants  Course,  196j)3  p.  1-2-8. 
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to  the  capital  investment  in  the  firm  or  to  "profit"  in 
other  firms.  Less  commonly,  it  has  been  suggested,  that  it 
should  be  compared  to  expectations. 

The  separation  of  ownership  from  control  highlights 
an  additional  investor  objective.  Management  is  entrusted 
with  funds  which  legally  are  not  theirs.  The  accountant, 
through  his  reports  to  outsiders,  must  ensure  that  management 
is  not  misusing  or  misa llocating  the  funds  entrusted  to 
them.  This  is  the  traditional  custodial  function  of  account¬ 
ing.  Its  place  in  accounting  practice  is  well  recognized, 
but  nevertheless  deserves  continued  emphasis.  Basically, 
the  accountant  must  provide  unbiased,  neutral  information 
concerning  the  use  of  the  firm’s  funds. 

Resources  Allocation 

Accountants  have  generally  assumed  that  their  measures 

of  business  profit  influence  resource  allocation.  However, 

the  mechanism  by  which  this  is  accomplish  ed  is  somewhat 

unclear.  Berle  and  Means  have  provided  some  useful  means 

for  conceptualizing  the  nature  of  the  firm's  relationships 

with  investors.  They  envisioned  two  divisions  of  capital, 

productive  property  which  is  devoted  to  production,  service, 

4 

or  commerce  for  a  price,  and  consumption  property.  They 
maintain  that  the  corporation  exists  as  a  complete,  self- 
perpetuating  entity  which  is  less  dependent  on  share¬ 
holders  for  capital.  Rather,  it  is  capable  of  generating 

4 

Berle  and  Means,  The  Modern  Corporation,  p.  xi. 
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sufficient  funds  for  expansion  from  internal  sources. 

The  stock  market  exists  as  a  separate  mechanism  in  which 
investors  exchange  shares  based  upon  their  liquidity 
preference  and  expectations  of  future  income.  The  product¬ 
ive  property  of  the  corporation  becomes  consumption  property 
only  when  paid  out  as  dividends. 

The  price  of  a  share  should  ideally  represent  the 
present  value  of  future  cash  receipts.,  discounted  at  the 
going  interest  rate,  taking  account  of  the  risks  involved. 
Imposed  on  this  are  temporary  fluctuations  in  expectation 
which  may  influence  its  price.  Accountants  should,  attempt 
to  provide  information  which  would  allow  investors  to 
calculate  the  long  run  value  of  the  share.  The  important 
information  is  the  future  earning  and  dividend  potential  of 
the  firm.  Thus,  when  we  speak  of  resource  allocation  we 
speak  essentially  of  the  channeling  of  funds  by  investors 
into  the  shares  of  different  companies.  This  does  not  mean 
that  these  funds  become  part  of  the  firm’s  productive 
capital.  Rather,  the  distribution  of  the  investor ’ s 
resources  is  Influenced. 

As  a  completely  separate  function,  profit  potential 
is  the  guide  for  resource  allocation  by  the  firm.  However, 
this  is  beyond  the  scope  of  the  present  investigation, 
since  we  are  restricting  this  inquiry  to  the  information 
requirements  of  outsiders. 

A  closely  related  use  for  the  net  profit  figure  is 
the  determination  of  dividend  policy.  As  long  as  a  strict 
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demarcation  between  capital  and  income  has  been  maintained, 
the  net  income  figure  will  indicate  the  maximum  that  the 
corporation  could  pay  out  as  dividends,  without  jeopar¬ 
dizing  the  position  of  creditors.  However,  it  seems  unlikely 
that  the  net  profit  figure  will  represent  the  amount 
actua lly  paid  out.  Investors  and  creditors  are  most  likely 
concerned  with  the  amount  of  profit  above  dividends  retained 
by  the  corporation  for  future  expansion.  This  figure 
represents  an  addition  to  future  earning  power  of  the  firm, 
and  is  significant  to  investors  in  this  sense. 

SOCIETY'S  OBJECTIVES 

Consumers  and  government  (including  micro  economists) 
are  the  two  other  groups  of  people  who  are  interested  in 
the  affairs  of  corporations.  To  a  certain  degree,  the 
objectives  of  this  section  are  also  representative  of 
trade  union  objectives.  However,  unions  are  equally 
interested  In  the  objectives  of  the  previous  section. 
Basically,  a  flow  of  meaningful  information  from  the  cor¬ 
poration  to  these  bodies  constitutes  a  means  of  control  on 
the  power  of  large  business  corporations.  More  specif¬ 
ically,  governments  are  concerned  with  profit  as  an  indica¬ 
tion  of  the  firm's  ability  to  pay  taxes  and  as  a  means  of 
economic  planning.  Consumers  are  Interested  in  receiving 
maximum  value  from  the  firm,  while  trade  unions  require 
information  to  facilitate  knowledgeable  wage  negotiations. 

q 

David  Solomons,  "Economic  and  Accounting  Concepts  of 
Income,"  The  Accounting  Review,  XXXVI  (July,  1961),  p.  375* 


I  '•) 


- 


. 


-'S' 


•  1 


. 

* 


y' 


14 


Taxation  Purposes 

Government  generally  shares  In  the  "profits"  of  a 
corporation  by  means  of  taxation.  The  methods  of  taxation 
accounting,  however,  are  likely  to  differ  significantly 
from  the  methods  of  reporting  income  to  outsiders.  Indeed, 
it  is  possible  for  governments  to  regulate,  by  tax  laws, 
quite  closely  the  figure  that  is  reported  as  net  income  for 
taxation  purposes.  Assuming  that  net  income  is  demonstrat¬ 
ive  of  an  individual’s  or  corporation's  ability  to  pay  tax, 
there  is  a  question  of  equity  in  income  taxation.  However, 
it  is  perhaps  beyond  the  scope  of  the  present  investigation 
to  examine  the  ramifications  of  the  inclusion  or  exclusion 
of  certain  items  in  net  income.  Such' an  investigation  is 
best  left  for  a  pure  economic  analysis. 

National  Income  Calculations 

The  calculation  of  net  national  income  by  economists 
for  macro  economic  analysis  involves  several  adjustments 
to  the  income  figures  presented  by  accountants.  However, 

i 

as  Johnson  indicates,  there  are  several  distinct  differ¬ 
ences  between  the  concepts  of  net  national  income  and 
business  income:^  (l)  only  a  physical  increase  in  stock 
is  considered  income  for  national  Income  calculations, 
whereas  for  the  business  entity  a  change  in  the  money  value 
of  property  constitutes  income ;  (2)  transactions  which  give 

^Charles  E.  Johnson,  "A  Case  Against  the  Idea  of  an 
All-Purpose  Concept  of  Business  Income,"  The  Accounting 
Review,  XXIX  (April,  1954),  p.  231. 
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rise  to  profits  or  losses  are  the  focal  points  of  business 
activity,,  but  they  are  irrelevant  for  national  income  cal¬ 
culations;  and  (3)  often  market  prices  which  are  the  basis 
of  business  calculations  do  not  represent  the  true  economic 
costs,  consequently  they  are  irrelevant  for  national  income 
calculations.  It  is  difficult  to  imagine  how  an  accounting 
measure  of  net  profit  could  be  incorporated  directly  into 
the  national  income  accounts.  Alternatively,  the  accountant, 
in  his  communication  role,  should  provide  accurate  statis¬ 
tical  data  to  the  economist  who  is  capable  of  making  his  own 
adjustments  and  calculations.  Such  data  facilitates  eco¬ 
nomic  planning  and  is  a  means  of  controlling  the  corporation. 

Other  Social  Objectives 

In  the  case  of  industries  such  as  public  utilities 
which  are  directly  regulated  by  government  agencies,  and  in 
the  case  of  other  industries  where  scrutiny  by  governments, 
labour  unions,  and  consumer  associations  is  becoming  more 
common,  the  calculation  of  net  profit  assumes  additional 
importance.  In  particular,  the  existence  of  high  profits 
is  often  assumed  to  be  a  result  of  excessive  prices  or  low 
wage  rates.  Especially  in  regulated  industries,  this  may 
lead  to  price  controls. 

The  social  significance  of  profit  figures  may  go 

beyond  the  superficial  regulation  of  prices  and  wages, 

7 

depending  upon  the  theory  of  profit  held.  If  labour, 

7See  ch.  Ill,  sec.  II,  pp.  45-48. 
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management,  shareholders,  and  government  are  viewed  as 
vieing  for  the  "income"  of  the  corporation,  a  unique  mea¬ 
sure  of  profit  would  be  required.  For  the  present,  it  is 
sufficient  to  indicate  this  as  a  possible  objective  of 
income  measurement. 


SUMMARY 

This  chapter  identifies  the  reasons  for  profit 
measurement.  Without  such  reasons,  accounting  is  mean¬ 
ingless.  Nevertheless,  it  is  practically  impossible  to 
identify  all  of  the  information  requirements  of  society. 
Consequently,  the  accounting  framework  must  remain  flexible 
enough  to  incorporate  other  objectives  as  they  arise. 
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CHAPTER  III 


ECONOMIC  CONCEPTS  OF  PROFIT 

Introduction 

The  dichotomy  between  the  economists  view  of 
profits  and  income  and  the  accountants  concepts  of  the 
same  represents  a  fundamental  difference  between  the  two 
disciplines.  The  first  is  theoretical;  the  second  Is 
pragmatic.  The  economists  ideal  Income  measurement  Is  a 
discounted  present  value  of  future  earnings.  On  the  other 
hand.,  the  accountant,  while  accepting  the  ideal.,  recognizes 
a  situation  tinged  with  uncertainty.,  therefore  he  is  content 
to  measure  past  income  on  a  cash  or  accrual  basis.  Hence 
the  accountant  attempts  to  be  objective.,  while  the  econ¬ 
omist  is  very  subjective  In  his  valuations.  The  matter 
is  further  complicated  by  tax  and  legal  considerations. 
However,  the  basic  objectives  of  both  schools  of  thought 
are  the  same,  as  they  are  concerned  with  the  measurement 
of  value  changes  over  time.  Also,  both  schools  have  the 
same  historical  background. 

The  present  chapter,  in  outlining  the  various  econ¬ 
omic  concepts  of  profit,  emphasizes  one  side  of  the 
dichotomy  between  accountants  and  economists.  Section  one 
examines  some  of  the  early  economic  writings  on  profit 

17 
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where  the  first  attempts  to  define  the  various  components 
of  Income  were  made.  Selected  samples  of  the  neoclassical 
school  are  examined  In  section  two.  During  this  period., 
greater  attention  was  paid  to  actual  definitions  of  profit 
than  to  the  theory  behind,  the  profit  phenomena.  Such  was 
not  the  case  in  the  more  modern  economic  concepts  of 
profit.  Several  distinct  and  identifiable  "theories"  of 
profit  arose,  each  designed  to  fulfill  a  different  purpose 
Thus.,  while  economic  investigations  into  the  profit  phen¬ 
omena  were  often  anachronistic ,  there  was  a  gradual  refine 
ment  and  evolution  of  a  comprehensive  classification 
system. 

This  rather  academic  evolution  of  economic  concepts 
may  be  contrasted  with  the  more  traditionalistic  and  prag¬ 
matic  development  of  accounting  theory  which  is  outlined 
in  chapter  four.  In  this  manner,,  a  comprehensive  series 
of  definitions  are  provided  from  both  an  economic  and 
accounting  perspective.  Moreover,  many  of  the  pertinent 
issues  surrounding  the  dichotomy  between  accounting  and 
economic  profits  are  identified. 

EARLY  ECONOMIC  DEFINITIONS 

The  purpose  of  this  section  is  to  examine  the  evolu¬ 
tion  of  economic  thought  on  profit  and  income  during  the 
eighteenth  and  nineteenth  centuries.  The  works  of  Adam 
Smith,  David  Ricardo,  and  many  of  his  contemporaries,  and 
J.  S.  Mill  are  examined.  Hendriksen  has  stated  that  two 
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basic  problems  of  income  measurement  are:  (l)  the  types 
of  transactions  and  the  types  of  changes  in  capital  values 
to  be  recorded  as  income;  and  (2)  the  determination  of  the 
recipients  of  income. ^  What  is  income  and  to  whom  does  it 
accrue?  These  are  the  guiding  principles  of  the  present 
investigation . 

When  examining  the  works  of  many  early  scientists  and 

philosophers,  one  must  bear  in  mind  that  the  social  and 

economic  conditions  prevailing  at  that  time  profoundly 

influenced  any  such  works.  The  economists  of  this  period 

lived  in  a  time  when  the  corporate  entity  did  not  exist., 

when  factories  were  small  and  when  the  free  market  system 

was  not  well  established.  Spilth  and  many  of  his  associates 

were  concerned  with  explaining  the  decline  in  interest  rates 

and  associated  effects  in  Europe  during  that  period  of 
2 

history.  Consequently,  we  do  not  want  to  accept  their 
ideas  without  qualification,  nor  do  we  want  to  totally 
reject  them.  Rather,  we  must  consider  them  in  relation  to 
our  own  time  in  light  of  conditions  which  now  prevail. 

^Eldon  S.  Hendriksen,  Accounting  Theory  (Homewood, 
Illinois:  Richard  D.  Irwin,  Inc.,  1965 )  s  p**  104. 

2 

G.  S.  L.  Tucker,  Progress  and  Profits  in  British 
Economic  Thought  I65O-I85O  (Cambridge:  University  Press, 
I960),  p.  49. 

^John  Maurice  Clark,  Paul  H.  Douglas,  Jacob  H.  Hol¬ 
lander,  Glenn  R.  Morrow,  Melchion  Palyi,  and  Jacob  Viner, 
Adam  Smith  1776-1926  (New  York:  Augustus  M.  Kelley, 

1966),  p.  5^. 
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Adam  Smith  (1723-1790) 

Although  economic  studies  before  the  time  of  Adam 
Smith  were  numerous ,  they  were  often  of  a  fragmentary 
nature  dealing  with  diverse  topics.  Little  was  covered  by 
way  of  definition,  consequently  there  often  seemed  to  be 
little  common  thread  to  the  literature,  which  has  been 
called  a  "mass  of  unrelated  ideas. However  meager  the 
pickings  may  have  been,,  they  undoubtedly  laid  the  found¬ 
ations  for  the  more  ambitious  works  of  Adam  Smith  and  his 
successors.  Although  Smith  was  an  innovator  who  changed  the 
emphasis  in  economic  investigation,  he  nevertheless  drew 
heavily  upon  the  thoughts  of  such  writers  as  Gerald 

5 

de  Malynes,  Thomas  Mun,  William  Petty.,  and  many  others. 
Consequently,  the  following  analysis  of  Smith's  work  can  be 
viewed  as  a  summary  of  the  work  done  to  1783,  realizing 
that  their  are  limitations  to  this  view. 

Smith  envisioned  three  divisions  of  stock:  (l)  con¬ 
sumption  stock  received  no  revenue  or  profit,  and  included 
such  items  as  food,  clothes,  furniture  and  a  home;  (2)  fixed 
stock  included  machines  and  instruments  of  trade,  profitable 
buildings,  improvements  on  land  and  the  education  and  abil¬ 
ities  of  members  of  society;  and  (3)  circulating  stock  was 
composed  of  money,  finished  goods,  inventories  which  were 

4 

E.  A.  J.  Johnson,  Predecessors  of  Adam  Smith 
(New  York:  Prentice-Hall7  Inc . ,  193773  pi  7 • 

^Tucker,  Progress  and  Profits,  p.  4. 


( 


' 


1 

. 


' 


' 


X  . 


1  > 


21 


meant  to  derive  profits,  and  raw  materials.6  Capital,  which 
was  a  narrower  term  than  stock,  was  considered  to  be  that 
part  of  a  person’s  stock  from  vfo  ich  he  expected  to  obtain 
revenue.  Included  in  this  definition  were  the  last  two  of 
the  above  categories. 

Since  revenue,  from  an  individual’s  point  of  view, 
may  be  derived  only  from  his  own  labour,  or  from  the  use  of 
his  capital,  profits  must  be  derived  from  the  use  of 
capital  because  the  product  of  labour  is  wages.  By  Smith’s 
definition  of  capital,  revenue  from  a  person’s  education 
would  represent  profit. 

Whoever  derives  his  revenue  from  a  fund  which  is  his  own, 
must  draw  it  either  from  his  labour,  from  his  stock,  or 
from  his  land.  The  revenue  derived  from  labour  is 
called  wages.  That  derived  from  stock,  by  the  person 
who  manages  or  employs  it,  is  called  profit.  That 
derived  from  it  by  the  person  who  does  not  employ  it 
himself,  but  lends  it  to  another,  is  called  interest 
or  the  use  of  money. 7 

The  distinction  between  profits  and  interest  seemed  to  be 
clear  to  Smith.  Whereas  modern  economists  are  concerned 
with  the  opportunity  costs  of  all  capital  employed  in  a 
business.  Smith  would  deduct  interest  from  revenue  only  on 
borrowed  funds.  However,  it  must  be  remembered  that, 
during  this  period  businesses  were  proprierorships .  The 


Adam  Smith,  An  Inquiry  into  the  Nature  and  Causes  of 
the  Wealth  of  Nations,  Vol.  II  of  The  Works  of  Adam  Smith 
ed.  by  Dugald  Stewart  (5  Vo Is.;  4th  ed.;  Herstellung:  Anton 
Hain  K.  G.  Mersenheim/Glan,  1963)^  pp.  411-412. 

^Ibid.,  pp.  78-79- 
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need  for  separating  the  various  components  of  business 
income  was  eliminated  because  the  business  and  the  owner 
Were  one  and  the  same. 

While  enumerating  rather  concise  definitions  for 
profits*  interest*  and  wages*  Adam  Smith  recognized  that 
there  was  often  overlap.  "When  those  three  different  sorts 
of  revenue  belong  to  different  persons*  they  are  readily 
distinguished;  but  when  they  belong  to  the  same*  they  are 
often  confounded  with  one  another*  at  least  in  the  common 

Q 

language."  Therefore*  while  opportunity  cost  is  relevant* 
it  is  not  always  recognized.  This  seems*  in  part*  to  be 
the  root  of  the  present  controversy  between  economists  and 
accountants.  The  economists  calculate  profit  after  the 
deduction  of  an  opportunity  cost  of  the  owner's  capital* 
whereas  accountants  net  the  two  figures.  This  gives  rise 
to  a  lumping  together  of  the  two  income  categories.  If* 
as  under  the  proprietary  theory*  the  owner  and  business 
are  the  same*  little  information  is  lost.  However*  bus¬ 
iness  conditions  have  changed.  While  the  "entity  theory" 
of  the  accounting  profession  abandons  the  strict  proprietary 
notion*  there  does  seem  to  be  an  informal  bias  toward 

proprietorship.  The  failure  of  accountants  to  deduct 

9 

opportunity  costs  is  evidence  of  this. 

o 

Ibid. *  pp.  79-80. 

q 

The  accounting  function  which  evolved  during  the 
eighteenth  and  nineteenth  centuries  may  have  sILidified  some¬ 
what  because  of  strict  rules  and  convaitions*  and  therefore 
we  are  saddled  with  some  outmoded  ideas. 
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To  this  point,  the  concept  of  profit  has  been  devel¬ 
oped  in  relative  terms.  The  following  represents  a  more 
absolute  definition. 

The  gross  revenue  of  all  the  inhabitants  of  a  great 
country,  comprehends  the  whole  annual  produce  of  their 
land  and  labour,  the  neat  revenue,  what  remains  free 
to  them  after  deducting  the  expense  of  maintaining, 
first,  their  fixed,  and  second,  their  circulating 
capital;  or  what  without  encroaching  upon  their  capital, 
they  can  place  in  their  stock  reserved  for  immediate 
consumption,  or  spend  upon  their  substance,  conveniences 
and  amusements.^ 

While  in  this  case,  he  was  considering  the  national  income. 
Smith  has  argued  that  the  separate  parts  taken  collectively 
comprise  the  whole,  so  it  must  be  argued  that  the  whole  is 
divisable  into  its  constituent  parts.  This  definition  of 
profit  emphasized  the  point  which  Hendriksen  considers  so 
important--the  maintenance  of  capital. 

Unfortunately,  Smith  failed  to  explicitly  distinguish 
between  the  maintenance  of  money  capital  and  the  maintenance 
of  real  capital.  Subsequent  work  by  the  classical  econ¬ 
omists  displayed  much  concern  over  a  measure  of  real  value, 
and  the  maintenance  of  real  capital.  Consequently,  it  seems 
fair  to  conclude  that  Smith  was  concerned  with  the  mainten¬ 
ance  of  real  capital,  since  Smith's  influence  was  extensive. 
Smith  has  considered  the  maintenance  of  capital  important 
for  the  following  reason:  the  labour  of  a  nation  must  supply 
that  nation  with  its  necessities  and  luxuries.  The  amount  of 

10Smith,  Wealth  of  Nations,  p.  424. 

"^Hendriksen,  Accounting  Theory,  p.  103. 
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goods  which  a  nation  produces  and  consumes  depends  prim¬ 
arily  upon  the  "skill*  dexterity  and  judgement  with  which 
labour  is  generally  applied."  Furthermore,  the  function 

of  fixed  capital  is  to  increase  the  productive  power  of 
13 

labour.  Therefore,,  the  maintenance  of  capital  assumes 
primary  importance  if  the  production  of  goods  is  to  be 
increased. 

Basically.,  the  conclusion  of  such  an  argument  is  as 
equally  applicable  today  as  it  was  in  1783.  Because  of  its 
importance,  the  great  price  level  controversy  has  been 
precipitated. 

Classical  Economic  Definitions 

Depending  upon  whose  definition  of  "classical"  one 
uses,  this  period  may  be  Pre-Keynesian,  Pre-Fisher,  or 
Pre-Mill.  The  term  here  will  be  taken  very  loosely  to 
describe  those  works  of  the  early  and  mid  nineteenth  cent¬ 
ury,  beginning  with  David  Ricardo  and  ending  with  John 
Stuart  Mill.  While  Ricardian  economics,  per  se,  have  stim¬ 
ulated  a  great  deal  of  historical  investigation,  subsequent 
works  by  J.  R.  McCullock,  Malthus,  Torrens,  Senior,  James 
Mill,  and  J.  S.  Mill  have  proven  to  be  equally  helpful 
whether  or  not  they  concur  with  the  original  treatise. 

Tucker  believed  that  the  economists  of  the  Ricardian 
era  were  more  concerned  with  actual  profits,  as  calculated 

Smith,  Wealth  of  Nations,  p.  142 . 

13Ibid.,  p.  425. 
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by  businessmen  than  with  an  abstract  market  price  concept. ^ 

Be  this  as  it  may.,  many  of  the  concepts  tended  to  be  very 
abstract  and  unreal  as  they  were  often  deduced  from  rather 
unrealistic  assumptions.  They  are  more  realistically  viewed 
as  a  transition  from  the  admittedly  crude  concepts  of  Adam 
Smith  to  the  more  sophisticated  ideas  of  Fisher,  Clark, 
Knight,  and  others.  As  such,  their  historical  significance 
must  be  recognized.  Consequently,  the  following  will  pre¬ 
sent  a  brief  sketch  of  the  ideas,  concentrating  only  upon 
the  more  predominant  authors  of  the  day. 

David  Ricardo  (1772-1823) 

Fellow  economists  more  often  than  not  disagreed  with 
Ricardo,  nevertheless,  he  probably  exerted  the  most  pro¬ 
found  influence  of  any  of  the  early  nineteenth  century 

15 

writers  over  his  contemporaries.  That  section  of  Ricardo’s 
work  in  which  we  are  most  interested,  his  theory  of  profits, 
was  probably  the  most  controversial,  and  the  first  to  die  a 
fiery  death.  A  study  of  his  works  on  profit  is  complicated 
by  his  high  degree  of  abstraction  and  his  own  changing 
ideas  of  value. 

Ricardo  maintained  that  the  level  of  profits  was 
inversely  proportional  to  the  level  of  wages  paid  labourers. 
"The  whole  value  of  their  commodities  [farmer  and  manufac- 
tureij  is  divided  into  two  portions  only:  one  constitutes 

14 

Tucker,  Progress  and  Profits,  p.  75* 

15 

Mark  Blaug,  Ricardian  Economics:  A  Historical 
Study  (New  Haven:  Yale  University  Press,  1958) *  P*  3* 
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An  understanding  of  this  view  is  contingent  upon  his 
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view  of  value. 

Ricardo  believed  that  the  value  of  a  product  depended. 

upon  the  amount  of  labour  required  to  produce  it,  and  the 

relative  amount  of  labour  expended  upon  each  product  deter- 

17 

mined  the  relative  value  of  that  product.  Thus  two  prod¬ 
ucts,  each  requiring  two  hours  of  labour,  would  be  equal  in 
value.  Furthermore,  capital  was  viewed  as  a  form  of  saved 
labour.  Ricardo  measured  this  labour  value  in  terms  of 
gold,  which  he  assumed  had  an  invariant  value.  By  means 
of  an  involved  series  of  arguments,  he  attempted  to  demon¬ 
strate  that  as  real  wage  rates  rise,  real  profits  must  fall. 
Our  purpose  is  not  to  examine  the  validity  of  the  argument. 
However,  a  few  points  are  worth  noting.  First,  Ricardo  was 
concerned  with  real  wage  and  profit  levels,  as  measured 
by  the  relationship  between  money  wages  and  profits  and  the 
general  price  level.  While  this  point  has  become  an 
integral  part  of  economic  theory,  accountants  have  been 
unwilling  to  accept  it.  Secondly,  it  is  interesting  to 
note  that  Ricardo  felt  that  labourers  and  capitalists 
were  involved  in  a  zero  sum  game,  one  gaining  at  the  other1 s 
expense.  While  fallacies  were  obvious  in  his  arguments, 
he  undoubtedly  precipitated  a  more  extensive  investigation 

David  Ricardo^  Principles  of  Political  Economy  and 
Taxation,  ed.  by  E.  C  K]  Gonner  ( London:  Gh  Bell  and  Sons, 
Ltd.,  1919),  p.  87. 
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by  other  "social  economists",  such  as  Marx. 

Rent  charges  were  always  passed,  on  to  the  consumer, 

therefore  they  were  not  a  factor  in  the  calculation  of 

profit,  according  to  the  Ricardians. 

Rent  then,  it  appears,  always  falls  on  the  consumer,  and 
never  on  the  farmer,  for  if  the  produce  of  his  farm 
should  uniformly  be  180  quarters,  with  the  rise  of  price 
he  would  retain  the  value  of  less  quantity  for  himself, 
and  give  the  value  of  a  larger  quantity  to  his  landlord; 
but  the  deduction  would  be  such  as  to  leave  him  always 
the  same  value  of  720  pounds. 

Thus  the  constant  value  assumption  enabled  him  to  eliminate 
the  effects  of  rent  upon  profits.  The  distinction  also 
arises  partly  out  of  his  definition  of  rent,  "for  rent  is 
always  the  difference  between  the  produce  obtained  by  the 

m19 

employment  of  two  equal  quantities  of  capital  and  labour. 
Rent  was  considered  an  equalizing  factor,  which  led  to  a 
normal  profit. 

The  exclusion  of  rent  from  the  calculation  of  profits 

held  true  in  calculating  the  national  income.  Ricardo 

undoubtedly  realized  that  on  an  individual  or  firm  basis, 

rent  was  a  necessary  expense  to  be  deducted  from  income. 

Ricardo  viewed  interest  as  fluctuating  with  the  rate 
20 

of  profit.  It  was  not  viewed  as  a  limitation  on  profit 
or  a  deduction  from  it.  This  essentially  was  the  view  of 
Adam  Smith  as  no  distinction  was  made  between  the  Income  of 
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management  and.  the  income  associated  with  ownership,  prob¬ 
ably  for  reasons  similar  to  those  noted  previously. 

The  works  of  Ricardo,,  while  stimulating  discussion 
during  his  time,  offer  very  little  to  present  theories  of 
profit.  His  ideas  were  mostly  abstract,,  with  little  pract¬ 
ical  application  for  today’s  world.  Perhaps  his  most  valid 
contribution  was  in  the  area  of  value,,  as  it  bears  a  direct 
relationship  to  the  price  level  problems  being  considered 
today.  However,  the  treatment  of  labour  as  the  basic 
input  value  is  awkward  and  extremely  difficult  to  measure. 

Robert  Torrens  ( 1780-1864) 

Colonel  Robert  Torrens,  an  American  economist  of  the 
Ricardian  era,  most  eagerly  chastened  Ricardo  for  his 
narrow  assumptions  and  abstract  ideas  in  his  early  work. 

Later,  however,  he  acknowledged  the  necessity  of  such  abst- 

,  .  21 
raction. 

Torrens  took  a  more  practical  view  of  capital  than  did 
his  predecessor.  Capital  was  seen  as  something  which  went 
into  the  production  process;  revenue  was  something  which 
came  out.  It  can  be  understood  in  terms  of  function-- 
technical  or  distributive.  However,  the  underlying  concept 
of  stored  labour  persisted.  "Capital  consists  in  those 
things  on  which  some  portion  of  labour  is  bestowed,  and 
which  are  designed,  not  for  the  immediate  supply  of  our 
wants,  but  for  the  purpose  of  obtaining  other  articles  of 

2 1 
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Capital,  then;  was  a  genus  of  the  species 
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The  concept  of  profit  was  viewed  as  the  difference 

between  the  market  price  of  a  commodity  and  its  natural 
23 

price.  The  natural  price  was  that  which  we  must  give  in 
"order  to  obtain  it  from  the  great  warehouse  of  nature;  and 

pZi 

is  the  same  thing  as  the  cost  of  production."  Market 
price  was  that  for  which  the  article  may  be  sold. 

Whereas  Ricardo  viewed  value  in  terms  of  labour  only; 
Torrens  viewed  it  as  an  exchange  price  which  was  determined 
not  only  by  expended  labour  but  also  by  expended  capital. 
Market  values;  in  a  free  economy;  in  the  absence  of  a  mono¬ 
poly;  approached  a  normal  or  common  level;  which  included 

25 

the  profits  of  previous  capitalists.  Thus  the  only  real 
difference  between  Ricardo  and  Torrens  was  in  their  views 
of  previous  profits.  Ricardo  ignored  them  as  input  costs; 
Torrens  did  not . 

Thomas  R.  Malthus  (1766-1834) 

Malthus  can  scarcely  be  considered  as  part  of  the 
Ricardian  School;  as  he  was  one  of  Ricardo’s  most  avid 
opponents;  however;  his  contributions  to  the  classical 
school  were  invaluable.  Malthus  defined  profits  to  consist 

22 

Robert  Torrens;  An  Essay  on  the  Production  of  Wealth 
( 1821 )  (New  York:  Augustus  M.  Kelley;  1965 ) >  fn  ^ • 
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of  "the  difference  between  the  value  of  the  commodity  prod¬ 
uced  and  the  value  of  the  advances  necessary  to  produce  it, 
and  advances  consist  of  accumulations  made  up  of  wages, 

26 

rents,  taxes,  interest  and  profits."  The  latter  reference 

to  profits  was  to  those  profits  on  input  factors  claimed 

by  previous  capitalists.  Value  was  measured  in  terms  of 

money,  as  money  was  considered  to  be  the  universal  measure 

27 

of  values  over  a  short  period.  1 

As  most  economists  of  the  period,  Malthus  considered 
the  effect  of  depreciation  on  profits.  His  treatment  of 
it  was  quite  different  from  that  of  most  others,  who  deter¬ 
mined  the  annual  provision  by  dividing  the  original  value 
by  the  number  of  years  of  useful  life.  Malthus  treated  the 
value  of  the  fixed  assets  at  the  beginning  of  the  year  as 
part  of  the  cost  of  production,  and  then  added  their  value 

2  8 

at  the  end  of  the  year  as  part  of  the  value  of  the  output. 

No  mention  was  made  of  how  the  value  was  calculated  at  the 
end  of  the  period.  Although  this  was  an  interesting  idea, 
for  those  assets  which  depreciate  by  differing  amounts  each 
year,  its  usefulness  was  limited  by  the  difficulty  in  meas¬ 
uring  residual  value. 

J.  R.  McCulloch  (1789-1864) 

McCulloch,  as  a  member  of  the  Ricardian  School,  used 
a  much  more  comprehensive  definition  of  profits  than  did 

26 

Thomas  R.  Malthus,  Principles  of  Political  Economy 
(2nd.  ed.;  New  York:  Augustus  M.  Kelley,  1964) ,  p~.  262 . 

2^Ibid . ,  p.  263. 
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his  associates.  "They  [profits^  really  consist  of  the  prod¬ 
uce.,  or  its  value,  remaining  to  those  who  employ  capital  in 
industrial  undertakings,  after  all  their  necessary  payments 
have  been  deducted,  and  after  capital  wasted  or  used  in 

on 

undertakings  has  been  replaced. "  y  Profits  were  measured 

in  relation  to  the  capital  employed  to  obtain  them.  It 

was  on  this  point  that  McCulloch  differed  with  Ricardo. 

Ricardo’s  concept  of  rate  depended  upon  the  proportion  of 

produce  divided  between  labourers  and  capitalists  without 

30 

reference  to  the  capital  employed  in  its  production. 

McCulloch  recognized  another  category  of  profits-- 

those  profits  obtained  by  individuals  i/h  o  possess  superior 

knowledge  or  ability,  and  which  are  proportionately  higher 

31 

than  the  average  or  normal  profits  obtained.  These 
profits^  if  they  could  be  determined,  would  be  considered 
a  return  on  the  capitalist’s  extra  education  or  a  return 
on  his  particular  talent.  Education,  it  will  be  remembered, 
was  considered  a  portion  of  capital  by  Adam  Smith.  This  is 
an  interesting  concept  for  its  time,  as  the  concept  of 
profit  as  a  return  above  normal  Income  had  yet  to  be  devel¬ 
oped. 

McCulloch  made  yet  another  break  with  the  traditional 
Ricardian  School.  He  considered  profits  as  being  composed 

^John  R.  McCulloch,  The  Principles  of  Political  Econ¬ 
omy  (5th  ed.j  New  York:  Augustus  M.  Kelley,  1955 )  j  ^-54 . 

3°Ibid. ,  p.  455- 
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of  two  distinct  and  separable  parts.  Gross  profits  were 

the  return  to  the  capitalist  for  the  use  of  his  capital, 

for  the  skill  and  trouble  of  superintending  its  employment, 

with  a  remuneration  for  those  risks  against  which  one  can 

not  insure.  Net  profit  was  gross  profit  minus  the  rate  of 

interest  which  would  have  to  be  paid,  in  the  free  market, 

32 

for  the  capital  employed.  These  insights  into  the  nature 
of  profit  are  the  closest  to  the  present  day  concept  of 
opportunity  cost  of  capital  yet  considered.  The  difficulty 
involved  in  measuring  the  market  rate  of  interest  and  the 
value  or  lack  of  value  of  the  information  obtained,  has 
probably  kept  this  concept  from  being  used  by  accountants. 

The  ideas  expressed  by  McCulloch  represent  a  step 
forward  in  the  economic  concept  of  profit.  While  the  foun¬ 
dation  of  his  thought  was  basically  Ricardian,  he  has 
departed  somewhat  from  the  dogmatism  of  that  school.  How¬ 
ever,  it  remained  for  J.  S.  Mill  to  elaborate  upon  some  of 
the  concepts  developed  by  McCulloch. 

John  Stuart  Mill  (1806-1873) 

At  the  age  of  thirteen,  John  Stuart  Mill  was  educated 
by  his  father,  James  Mill,  who  was  one  of  the  most  avid 
supporters  of  Ricardo.  As  a  Ricardian,  the  younger  Mill 
held  the  same  theories  of  rent  and  capital  as  the  other 
members  of  the  school,  and  held  only  a  slightly  modified 
theory  of  value.  However,  his  concept  of  profit  was 

32 
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progressive,  as  he  was  able  to  incorporate  ideas  from  other 
writers  of  the  time  into  the  Ricardian  doctrine.  Moreover, 
Mill  was  an  innovator  in  his  own  right. 

Essentially,  the  real  capital  maintenance  concept  of 
income  was  retained  by  John  Mill.  "The  profits  of  stock 
are  the  surplus  which  remains  to  the  capitalist  after 
replacing  his  capital,  and  the  ratio  which  that  surplus 
bears  to  the  capital  itself  is  the  rate  of  profit." 

Like  many  of  the  followers  of  Ricardo,  he  viewed  all  expend¬ 
itures  in  the  production  process  as  part  of  capital,  and 
it  was  on  the  total  expenditures  that  the  rate  of  profit 
was  calculated. 

The  division  of  profits  into  three  categories  by 

Mill  represented  a  distinct  step  forward  intthe  theory  of 

profit.  The  three  divisions  of  profit  included:  (l)  a 

remuneration  for  abstinence  from  consumption  (interest); 

(2)  a  reward  for  the  trouble  and  skill  required  to  manage 

the  capital  (wages  of  superintendence);  and  (3)  a  compen- 

/  %  34 

sation  for  the  risk  of  loss  (insurance).  Each  of  these 
three  categories  of  profit  may  accrue  to  the  same  or 
different  people.  The  interest  and  risk  payments  went  to 
the  owner  of  the  capital,  and  the  wages  of  superintendence 
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John  Stuart  Mill,  Essays  on  Some  Unsettled  Questions 
of  Political  Economy  (2nd  ed.;  New  York:  The  Colonial  Press, 
1900),  p.  90. 

^John  Stuart  Mill,  Principles  of  Political  Economy, 
Vol.  I  (4  Vols.;  New  York:  The  Colonial  Press,  1900 ) , 
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accrued  to  the  manager.  The  portion  of  profit  which  was 
allocated  to  each  category  varied  widely.,  depending  upon 
a  whole  range  of  political  and  economic  factors. 

It  is  difficult  to  tell  exactly  what  Mill  meant  by 

risk.  Most  likely,  he  was  concerned  with  the  loss  of 

capital  due  to  some  unforeseen  events.  This  is  not  the 

way  that  subsequent  economists  used  the  term,  as  they  were 

more  concerned  with  the  uncertainty  of  calculating  future 

35 

profits.  Furthermore,  they  drew  a  distinction  between 
risk  and  uncertainty.^ 

While  Mill’s  ideas  represent  a  step  forward  in  form¬ 
ulating  a  more  exact  concept  of  profit,  they  are  still 
rather  crude  measures  of  uncertain  ideas.  His  misconcept¬ 
ion  about  the  term  risk,  and  the  difficulty  involved  in 
measuring  the  interest  component  of  profit  and  wages  of 
superintendence  present  numerous  difficulties  for  pract¬ 
ical  application.  Nevertheless,  the  foundation  for  a 
more  exact  theory  has  been  set,  and  it  is  toward  this 
goal  that  the  next  section  will  be  directed. 

Summa  ry 

This  section  has  relied  heavily  upon  a  definitional 
comparison  of  profits,  as  formulated  by  English  economists 
from  the  time  of  Adam  Smith  until  the  mid  1850 1 s .  They 
were  mainly  concerned  with  explaining  the  relationship 
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Frank  H.  Knight,  Risk,  Uncertainty  and  Profit 
^Boston:  Houghton  Mifflin  Company,  1921),  p.  20 . 

36See  Ch.  Ill,  Sec.  II,  p.  49. 
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between  profits  and  interest  rates,  while  attempting  to 
determine  the  most  efficient  allocation  of  resources. 

Their  thoughts  developed  during  a  time  when  the  corporate 
entity  did  not  exist  as  we  know  it  today,  when  the  man¬ 
ager  and  capitalist  were  one  person,  and  when  lending  at 
interest  rates  was  not  common  practice.  Furthermore,  as 
we  have  seen,  there  was  no  consensus  on  the  definition  of 
profit.  The  only  underlying  principle  of  all  the  various 
definitions  has  centered  around  that  part  of  the  national 
income  which  accrued  to  a  business  owner-manager. 

While  this  definition  would  not  be  acceptable  to  the 
modern  economist,  it  may  well  be  that  accountants  have 
implicitly  accepted  it  without  question.  It  is  true  that 
accounting  practice  grew  mostly  from  requirements  of  bus¬ 
iness  conditions,  therefore  not  drawing  heavily  upon  econ¬ 
omic  theory.  On  the  other  hand,  many  early  economists 
were  also  businessmen.  It  would  seem,  therefore,  that  an 
accounting  concept  of  profit  may  have  developed  during 
this  period,  only  to  have  resisted  change  because  of  the 
strict  rules  and  procedures  of  accounting.  If  this  is  true, 
it  is  no  wonder  that  many  business  people  are  questioning 
the  validity  of  such  an  income  concept  in  a  drastically 
changed  world.  Furthermore,  because  economists  have  rejected 
this  concept  as  archaic,  it  is  easy  to  understand  why  econ¬ 
omists  and  accountants  are  presently  in  a  conflict  over  a 
definition  of  profit. 
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NEOCLASSICAL  PROFIT  CONCEPTS 

This  section  will  cover  that  period  of  economic 
history  from  approximately  1870  to  1921.  Only  three  major 
works  will  be  discussed:  (l)  A.  Marshall.,  the  first  of 
this  group;  (2)  J.  B.  Clark,  the  prominent  American  econ¬ 
omist  of  the  period;  and  (3)  F.  H.  Knight,  who  developed 
the  uncertainty  theory  of  profit.  Although  this  list  Is 
not  extensive,  it  is  intended  to  represent  three  distinct 
steps  in  the  development  of  economic  theories  of  profit. 

The  choice  of  the  period  1870-1921  is  suggested  by 
several  distinct  environmental  changes  which  arose  during 
the  period.  The  final  split  between  economists  and  the 
business  world  arose  not  so  much  because  businessmen  were 
not  interested  in  economic  theory,  but  largely  because  of 
the  increasing  complexity  of  economics  and  analytical 
methods.  Moreover,  this  increasing  complexity  influenced 
the  economists  themselves  as  they  tended  to  devote  most  of 
their  time  to  teaching  and  research.  This  demarcation 
between  business  theory  and  business  practice  undoubtedly 
helped  to  widen  the  gulf  between  the  theoretical  economist 
and  the  practical  accountant.  Although  Fisher  attempted  to 
bridge  this  gap,  he  was  only  partially  successful,  as  much 
of  his  work  gained  little  recognition  by  economists.1 

It  Is  during  this  period  of  history  that  a  drastic 

^Fisher's  work  will  be  considered  in  the  next  chapter. 
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transition  in  the  business  world  took  place.  The  coming  of 


the  railroads  and  the  large  utility  companies  marked  the 
popularization  of  joint  stock  companies.,  with  the  subsequent 
separation  of  ownership  from  management.  More  and  more 
businessmen  were  depending  upon  borrowed  monies  from  rapidly 
expanding  money  markets.  These  factors  had  a  profound 
influence  on  economic  analysis.  There  was  a  growing  con¬ 
cern  about  the  detrimental  effects  of  big  business,  and  the 
threat  of  monopoly  began  to  dominate  many  economic  theories. 
This  metamorphosis  of  the  business  world  should  have  had 
great  significance  for  the  accounting  theories  of  profit. 
That  it  did  not  is  at  least  partly  due  to  the  separation  of 
accounting  and  business  practice  from  economic  theory.  Fur¬ 
thermore,  economists,  in  attempting  to  explain  the  behavior 
of  aggregates  of  firms,  may  have  parted  company  with  accoun¬ 
tants  who  were  concerned  with  individual  firms.  However, 
this  will  not  limit  the  present  discussion. 

Alfred  Marshall  (1842-1924) 

Schumpeter  has  stated  that  Marshall !s  success  was 

equal  to  that  of  Adam  Smith,  as  he  was  the  dominant  British 

2 

economist  of  this  era.  Although  Ricardian  influences 
could  still  be  found  in  his  work,  they  were  restricted 
almost  entirely  to  his  theory  of  rent,  and  for  all  prac¬ 
tical  purposes  his  analysis  was  considered  the  final  break 

o 

Joseph  A.  Schumpeter,  History  of  Economic  Analysis, 
edited  by  Elizabeth  Boody  Schumpeter  (New  York:  Oxford 
University  Press,  195*0  *  P*  830. 
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with  the  Ricardian  School.  He  was  generally  concerned  with 
"private  business".,  however  he  felt  it  necessary  to  intro¬ 
duce  a  whole  section  on  joint  stock  companies  in  his  book 
which  was  first  published  in  1890. 

Capital  was  defined  by  Marshall  as  "that  part  of  his 
jjperson  or  private  business]  wealth  which  he  devotes  to 
acquiring  income  in  the  form  of  money."  Net  income  was 
calculated  by  "deducting  from  his  gross  income  'the  out¬ 
going  that  belongs  to  its  production'."^  When  contrasting 
this  definition  with  that  given  for  profits,  one  finds  a 
great  deal  of  similarity. 

When  a  man  is  engaged  in  business,  his  profits  for  the 
year  are  the  excess  of  his  receipts  from  his  business 
during  the  year  over  his  outlay  for  his  business.  The 
difference  between  the  value  of  his  stock  of  plant, 
material,  etc.,  at  the  end  and  at  the  beginning  of  the 
year  is  taken  as  part  of  his  receipts  or  part  of  his 
outlay,  according  as  there  has  been  an  increase  or 
decrease  in  value. 5 

The  distinction  between  profit  and  income  seems  comparable 
to  the  distinction  between  business  and  the  individual. 

Profit  was  a  term  used  in  conjunction  with  business;  income 
was  used  to  describe  the  individual's  increase  in  wealth. 

The  treatment  of  value  was  very  interesting  in  relation 
to  the  profit  concept.  Since  value  was  measured  in  terms 
of  exchange  values,  expressed  in  relation  to  silver  or 

^Alfred  Marshall,  Principles  of  Economics  (8th  ed.; 
London:  MacMillan  and  Co . ,  Limited,  1930),  p.  71* 

4 

Ibid. ,  p.  71. 

5Ibid.,  p.  74. 
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gold.,  this  became  a  measure  of  the  market  input  prices 
which  were  determined  by  the  laws  of  supply  and  demand. 
However,  recognition  was  given  to  the  difficulty  involved 
in  measuring  the  value  of  capital. 

Marshall  termed  that  part  of  profit  which  remained 

after  deducting  the  interest  of  capital  and  insurance 

7  8 

against  risk  the  earnings  of  undertaking  or  management. 

This  is  an  interesting  concept.,  especially  in  light  of 
today’s  modern  megacorporations  where  management  is  separ¬ 
ated  from  ownership.  If  shareholders  want  a  method  of 
judging  managerial  performance  above  their  contribution 
(assuming  risk  and  providing  capital) .,  this  concept  may 
provide  such  information.  Marshall  recognized  that  the 
earnings  of  management  were  a  most  important  constituent 
of  profit  in  analysing  the  factors  which  govern  the  rate 
of  profits . ^ 

A  concept  which  was  refined  by  Marshall  and  which  was 
to  become  an  integral  part  of  the  neoclassical  analysis  was 
that  of  quasi-rents.  Rent  was  a  term  used  by  Marshall  and 

^Ibid. ,  p.  6l. 

7 

All  risks  were  considered  as  insurable  risks  either 
by  the  owners  indirectly  (for  which  they  received  a  premium) 
or  by  independent  insurance  companies. 

o 

Marshall.,  Principles  of  Economics,  p.  7^-* 

^Ibid.,  p.  609* 
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most  of  his  predecessors  to  describe  income  from  the  free 
gifts  of  nature  such  as  land.  Quasi-rents,  on  the  other 
hand.,  were  described  as  incomes  derived  from  machines., 
education,  or  other  appliances  of  production  created  by  man.^ 
Quasi-rents,  besides  being  another  division  of  individual 
income,  had  a  more  fundamental  function  in  the  economic 
theory  of  profit.  It  became  an  equalizing  factor  in  the 
determination  of  normal  profits,  which  were  defined  as  "a 
more  or  less  definite  rate  of  profits  on  the  turnover 
which  is  regarded  as  a  ’fair*  or  normal  rate."22  Quasi¬ 
rents  tended  to  absorb  many  abnormal  returns.  A  realistic 
analogy  can  be  drawn  between  Marshall’s  quasi-rents  and  the 
various  ancepts  of  opportunity  costs.  He  described  oppor¬ 
tunity  cost  as  the  value  which  another  firm  would  have  to 

12 

pay  in  order  to  acquire  that  service. 

A  brief  look  at  monopoly  profits  may  help  to  elucidate 
some  of  the  above  Ideas.  The  supply  price  of  a  freely  prod¬ 
uced  commodity  included  normal  profits  which  were  the 
remains  of  gross  revenue  after  deducting  Interest  on  capital 
employed,  insurance  against  loss,  wages  of  management,  and 
other  opportunity  costs  or  quasi-rents.  Anything  which 

remained  in  excess  of  this  amount  was  termed  monopoly 

12 

revenue  by  Marshall.  Essentially,  monopoly  revenues 


10T.  .  , 
Ibid. , 

p. 

74. 

11 

xIbid. , 

p. 
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12Ibid. , 

p. 

675. 

2^Ibid. , 
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arose  because  of  differences  between  supply  and  demand  prices. 
That  is.,  because  of  the  monopolist’s  market  position,  he 
could  sell  his  product  for  more  than  his  total  costs  of 
production  by  restricting  output. 

While  Marshall’s  definition  of  profit  was  somewhat 
similar  to  that  of  some  authors  considered  previously,  it 
was  somewhat  more  explicit.  He  recognized  the  practical 
problems  involved  in  measuring  the  constituent  parts  of 
profit,  while  tending  to  discount  the  risk  aspect.  His 
concepts  of  monopoly  profit,  normal  profit,  and  opportun¬ 
ity  costs  are  basic  to  the  neoclassical  analysis. 

J.  B.  Clark  (1847-1938) 

Clark's  contributions  to  the  understanding  of  the 
entrepreneur’s  function  and  gain,  although  arising  from 
the  more  elementary  theories  of  earlier  years,  represented 
a  concrete  advancement,  not  only  to  the  theory  of  profit, 
but  to  the  marginalist  theory  of  the  firm.  The  classical 
economic  approach,  as  it  is  known  today,  was  refined  by 
Clark.  For  the  purpose  of  this  essay,  Clark’s  theory  of 
profits  will  be  considered  most  typical  of  the  neoclassical 
approach . 

It  is  extremely  difficult  to  examine  the  theory  of 
profits  in  isolation  from  the  rest  of  the  neoclassical 
model,  as  profits  have  a  pivotal  function.  However,  it  is 
assumed  that  the  reader  is  familiar  with  classical  economic 
theory  and  with  the  many  limitations  of  the  theory.  Those 


' 


42 

limitations  which  specifically  pertain  to  profits  will  be 

examined  in  greater  detail  below. 

Income  was  viewed  as  being  composed  of  three  distinct 

and  separable  categories:  interest.,  wages,  and  profits. 

Wages  accrued  to  any  form  of  labour  which  was  expended  in 

the  production  process,  while  labour  was  given  a  wide 

definition  which  included  "all  effort  expended  in  a  routine 

„l4 

way  m  carrying  on  a  business.  Wages  of  superintendence 

were  included  in  this  definition  along  with  the  more  trad¬ 
itional  form  of  labour.  Interest  was  viewed  as  the  remun¬ 
eration  to  the  capitalist  for  his  supply  of  capital,  be  it 
common  stock  or  other  forms  of  capital.  The  entrepreneur, 
"otherwise  called  the  undertaker,  or  the  employer  and  coor- 
dinator  of  labour  and  capital,"  J  received  the  residue, 
after  paying  wages  and  interest. 

Two  distinct  differences  have  arisen.  First,  the 
term  profit  was  defined  to  exclude  interest,  whoever  rec¬ 
eived  it. 

In  this  treatise  the  term  profits  will  be  used  to  des¬ 
ignate  the  net  increase  which  may  remain  in  employer's 
hands  after  paying  the  wages  of  Idbour  of  every  kind  and 
the  interest  on  capital  used.  The  term  gross  profits 
describes  a  sum  made  up  of  this  net  profit  and  interest 
on  the  capital. 

Thus,  rather  than  being  a  constituent  part  of  profit, 

1  h 

John  Bates  Clark,  Essentials  of  Economic  Theory 
(New  York:  The  MacMillan  Company,  191b) }  p.  53 • 

15 Ibid. ,  p.  85. 
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interest  was  a  distinctly  different  income.  Secondly.,  all 
wages  whatever  their  source,  were  excluded  from  profits. 
Formerly.,  wages  of  superintendence  were  considered  as  a 
constituent  part  of  profit. 

The  entrepreneur,  who  paid  the  input  prices  for  labour 

and  capital,  was  considered  the  owner  of  the  output  and  was 

able  to  sell  it  for  whatever  price  he  could  obtain  in  the 

market.  Profits  arose  if  produce  was  sold  for  more  than  the 

amount  for  which  inputs  were  purchased.  This  being  imposs- 

17 

ible  in  a  static  economy,  pure  profits  were  eliminated 
except  by  "wresting  from  labour  and  capital  a  part  of 

lg 

their  products."  Moreover,  in  the  static  state  there 
were  no  risks  to  be  considered  as  markets  and  prices  were 
guaranteed.  In  this  case  the  entrepreneur’s  function  was 
passive;  practically  all  factors  were  beyond  his  control. 

This  was  not  the  case  in  the  dynamic  state.  The 
entrepreneur,  by  making  decisions  on  where  to  place  labour 
and  capital  so  that  they  would  be  the  most  productive, 
directed  the  productive  process  for  which  he  was  entitled 
to  remuneration.* 1^  It  was  the  "enabling  act"  for  which  the 
true  entrepheneur  was  rewarded,  along  with  the  risk  assoc¬ 
iated  with  new  processes,  markets,  etc.  While  the  static 
analysis  of  Clark  and  other  classical  economists  is  useful 

^We  are  using  the  term  "static"  in  the  same  manner 
as  did  Clark.  Two  conditions  are  implied:  (l)  the  absence 
of  any  "organic"  change  in  society;  and  (2)  the  existence 
of  pure  competition. 

*|  O 

Clark,  Essentials  of  Economic  Theory,  p.  88. 


1^Ibid.,  p.  124. 
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for  the  analysis  of  aggregates  of  firms  or  industries,  its 
usefulness  for  single  firm  analysis  is  questionable.  The 
dynamic  case  would  seem  to  bear  more  semblance  to  present 
problems,  if  we  ignored  the  tendency  of  the  dynamic  state 
to  return  to  the  static  one.  If  it  is  assumed  that  the 
modern  large  corporation  is  continually  in  a  dynamic  situat¬ 
ion,  due  to  almost  continual  innovation,  either  by  itself 
or  from  competitors,  a  new  insight  into  the  nature  of 
profits  will  be  gained. 

Clark  saw  the  shareholders  of  a  corporation  as  the 
true  entrepreneurs.  Secondarily,  they  were  capitalists, 
for  which  they  received  interest.  If  one  envisions  the 
corporate  entity  of  seventy  years  ago,  the  picture  becomes 
more  clear.  The  Idea  of  limited  liability  prompted  the 
formation  of  many  companies  by  single  or  very  cohesive 
groups  of  businessmen.  The  company  may  have  been  managed 
by  others,  but  the  decision  making  function  was  clearly  in 
the  hands  of  the  cohesive,  small  group  of  shareholders. 

Over  time,  as  the  company  grew  and  as  more  "risk"  capital 
was  required,  control  was  gradually  dissipated  over  a 
broader  group  of  shareholders.  As  the  power  of  shareholders 
was  weakened,  the  power  of  managers  was  increased.  Obviously, 
not  all  corporations  have  followed  such  a  route;  however, 
it  is  felt  that  a  significant  number  have  to  warrant  fur¬ 
ther  analysis. 

The  critical  function  of  the  entrepreneur,  ^according 
to  the  neoclassicists,  was  to  enter  into  the  decision 
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making  process.  Such  decisions  as  the  allocation  of  resour¬ 
ces,,  the  product  market !s  scope.,  the  price  of  outputs,  and 
the  price  to  be  paid  for  inputs  became  critical  for  the 
survival  of  the  firm  in  a  dynamic  economy.  It  is  the  econ¬ 
omic  importance  of  these  decisions  which  justified  the  pure 
profit  of  the  entrepreneur.  Moreover,  the  "risk"  associated 
with  the  decisions  was  assumed  by  the  shareholder,  for 
which  he  received  additional  compensation. 

If  this  argument  is  accepted,  the  economic  rewards 
for  entrepreneurship  should  accrue  to  the  decision  maker. 
Although  the  determination  of  the  office  through  which  the 
critical  decisions  are  made  in  the  modern  megacorporation 
is  an  empirical  question,  some  speculation  seems  in  order. 
Since  the  shareholders  are  a  diffuse  body,  often  meeting 
only  once  a  year  or  not  at  all,  it  seems  that  the  decision 
making  function  cannot  lie  with  them.  Perhaps  it  is  with 
the  board  of  directors,  as  representatives  of  the  share¬ 
holders.  It  seems  reasonable  to  speculate  that  the  board 
acts  more  often  as  a  constraint  upon  the  decisions  of 
others  than  as  a  decision  making  body  itself.  Once  again, 
this  may  hold  true  in  some  cases,  but  certainly  not  in  all. 

If  the  shareholders  no  longer  are  a  powerful  group 
and  if  the  boards  of  directors  have  atrophied,  then  the 
true  entrepreneurial  function  in  the  modern  corporation 
must  certainly  fall  on  the  managers.  Management  courses, 
at  least,  would  lead  one  to  believe  that  opportunities  are 
identified  and  exploited  by  the  quasi-entrepreneur  of  the 
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modern  world--the  corporate  manager.  Furthermore ,  the 
decentralization  of  the  decision  making  process  would  tend 
to  push  the  responsibility  for  such  decisions  to  lower 
echelons  within  the  organization.  The  situation  which  now 
has  arisen  is  rather  different  from  that  envisioned  by 
neoclassical  economists.  Whereas  they  saw  an  overlapping 
of  function  between  the  capitalist  and  the  entrepreneur, 
with  labour  being  a  completely  separate  entity.,  we  now  have 
the  capitalist  as  a  pure  function  and  the  entrepreneur  and 
labour  as  overlapping  functions.  That  part  of  labour  which 
partakes  in  the  decision  making  process  fulfills  the  entrep¬ 
reneurial  role  and  that  part  which  does  not  fulfills  the 
labour  role  in  the  more  restricted  meaning  of  the  word 
labour.  The  question  with  which  we  are  more  directly  con¬ 
cerned,  "What  is  the  nature  of  income  and  to  whom  does  it 
accrue?"  now  becomes  more  obvious. 

That  part  of  the  corporation’s  gross  receipts  which 
remains  after  paying  all  suppliers  outside  the  entity  must 
be  split  three  ways.  Non-decision  making  labour  receives 
that  part  which  is  called,  and  always  has  been  called,  wages. 
The  decision  making  section  of  the  labour  pool,  composed 
mostly  of  management,  receives  a  portion  which  is  also 
termed  wages.  However,  in  the  context  of  this  discussion, 
this  portion  is  properly  considered  to  be  composed  of  two 
parts:  (l)  true  wages;  and  (2)  profits  in  the  sense  that 

profits  are  the  reward  for  entrepreneurship.  The  residual 
quantity,  that  portion  which  is  termed  net  profit  on  the 
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income  statement.,  is  also  composed  of  two  portions.  The 
first  is  interest  on  capital  supplied,  which  can  be  consid¬ 
ered  remuneration  for  sacrifice  of  present  consumption.  The 

20 

second  portion  may  be  viewed  as  a  remuneration  for  risk. 

While  the  above  analysis  may  be  viewed  as  an  extremely 
theoretical  division  of  income  in  the  corporation,  it  could 
easily  be  argued  that  such  is  not  the  case.  However,  a 
little  reflection  and  some  more  theorizing  will  show  that 
the  portions  of  income  which  actually  do  accrue  to  the 
various  actors  in  the  system  roughly  correspond  to  this 
formula . 

If  the  concept  of  countervailing  power,  developed  by 
21 

J.  K.  Galbraith,  is  applied  on  a  micro  scale  to  the  firm, 
it  can  be  seen  that  each  of  the  participants  has  the  power 
to  demand  his  share  of  the  pie.  Labour,  represented  by 
the  union,  has  sufficient  power  to  demand  a  portion • which 
they  feel  approaches  that  which  is  equitable.  Shareholders, 
on  the  other  hand,  exert  their  power  in  a  much  different 
manner,  which  has  grown  out  of  the  new  system  of  corporate 
separation.  Because  their  ties  with  the  company  are  min¬ 
imal,  If  they  feel  their  remuneration  is  too  small,  they 
may  withdraw  their  funds  from  the  company.  A  mass  sale  of 

20 

Risk,  for  the  time  being,  is  considered  to  mean  the 
possibility  of  loss  of  capital.  The  concept  will  be  devel¬ 
oped  further  in  the  next  secUon  under  uncertainty  theories 
of  profit. 

P  1 

John  Kenneth  Galbraith,  American  Capitalism  (Boston: 
Houghton  Mifflin  Company,  19^2 ). 
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a  company* s  shares  has  obvious  repercussions  for  the  com¬ 
pany.  Hence  management  will  attempt  to  avoid  it.  While 
the  power  of  the  other  groups  is  countervailing,  that  of 
management  is  direct.  They  have  the  true  form  of  power 
within  the  organization  to  demand  what  they  feel  is  suff¬ 
icient  remuneration  for  their  contribution. 

While  it  would  be  flippant  to  argue  that  these  forces 
are  always  in  perfect  balance,  it  is  quite  possible,  over 
the  long  run,  that  they  approach  some  equilibrium  which 
is  considered  equitable  by  the  participants.  It  is  not  the 
purpose  of  this  essay  to  argue  the  moral  aspect  of  the  sit¬ 
uation,  but  an  understanding  of  the  nature  and  recipients 
of  the  accountant's  measure  of  income  is  imperative. 

Before  carrying  these  arguments  to  their  logical  conclusions, 
a  more  serious  look  at  the  concept  of  risk  must  be  under¬ 
taken. 

The  above,  essentially  eclectic,  theory  of  profit  has 
avoided  two  important  problems.  First,  the  nature  and  func¬ 
tion  of  risk  and  uncertainty  in  profit  theory  was  unclear, 
as  'the  risk  function  was  not  clearly  assigned  to  either 
the  capitalist  or  the  entrepreneur.  This  shall  be  clarified 
presently.  Secondly,  a  clearer  picture  of  the  entrepren¬ 
eurial  functions  must  be  provided.  In  conjunction  with 
this,  a  more  explicit  distinction  between  the  various 
recipients  of  business  income  will  evolve,  based  upon 
Knight's  theory  of  power  in  the  organization.  Both  of 
these  problems  will  be  given  further  consideration  In  the 
following  paragraphs. 
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Frank  H.  Knight  (l88$- _ )_ 

Knight  was  motivated  to  a  large  extent  by  the  failure 

of  the  pure  neoclassical  system  to  comply  with  the  "real 

world."  Moreover,  the  development  of  economic  theory  to 

this  point  invited  a  contribution  such  as  his,  as  the 

nature  of  risk  and  uncertainty  was  largely  unexplained. 

Although  Knight's  contribution  was  not  the  only  one,  it  was 

the  most  "scholarly  and  comprehensive  treatment  of  the 

,22 

theory  of  profit"  until  this  time.  Consequently,  it  has 
had  a  lasting  influence  on  the  theory  of  profits,  and  is 
invaluable  to  the  present  discussion. 

The  distinction  between  the  terms  risk  and  uncer¬ 
tainty  are  basic  to  an  understanding  of  Knight's  theory. 

The  practical  difference  between  the  two  categories, 
risk  and  uncertainty,  is  that  in  the  former  the  dist¬ 
ribution  of  the  outcome  in  a  group  of  instances  is 
known  (either  through  calculation  a  priori  or  from 
statistics  of  past  experience),  while  in  the  case  of 
uncertainty,  this  is  not  true  .  .  .  because  the  sit¬ 

uation  dealt  with  is  in  a  high  degree  unique.*  23 

Risk  is  a  condition  which  can  be  expressed  in  terms  of  an 
objective  probability  distribution;  uncertainty  is  an  est¬ 
imate  wh  ich  in  no  way  can  be  expressed  logically  in  terms 
of  a_  priori  or  statistical  probability.  In  the  business 
world,  uncertainty  was  thought  to  be  the  norm  as  each 
decision  was  so  unique  that  no  large  number  of  instances 

^Lamberton,  The  Theory  of  Profit,  p.  47. 

2^Knight,  Risk,  Uncertainty  and  Profit,  p.  233. 
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could  be  studied  In  order  to  give  a  probability  distrib¬ 
ution  . 

Knight  resolved  that  profits  arose  due  to  the  diver¬ 
gence  of  actual  conditions  from  expected  conditions,  rather 

oh 

than  from  a  dynamic  change  or  any  change  as  such.  In 
the  "real  world"  there  existed  a  situation  in  which  uncer¬ 
tainty  was  prevalent  and  the  execution  of  business  activity 
centered  primarily  around  what  to  do  about  uncertainty.  In 
Knight 1 s  words,  a  new  "economic  functionary,  the  entrepren¬ 
eur.,"  arose,  whose  function  tsas  to  forecast  consumer  wants 
and  the  direction  and  rate  of  technological  change. 

Based  upon  this  assumption,  all  income  could  be 

divided  into  two  classes--contractual  income  or  rent  and 

25 

a  residual  income  or  profit.  According  to  Knight,  each 

actor  in  the  economic  system  made  an  estimation  of  future 

events.  Based  upon  these  estimations,  commitments  were 

made  by  entrepreneurs  for  the  various  productive  resources. 

Profit,  either  positive  or  negative,  became  a  differential 

element  between  expected  results  and  actual  results. 

This  profit  is  simply  the  difference  between  the  market 
price  of  the  productive  agencies  he  employs,  the  amount 
which  the  competition  of  other  entrepreneurs  forces 
him  to  guarantee  to  them  as  a  condition  of  securing 
their  services,  and  the  amount  which  he  finally  realizes 
from  the  disposition  of  the  product  which  under  his 
direction  they  turn  out.^o 


24 

Ibid., 
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25Ibid. , 

p. 

271. 
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Thus  the  difference  between  actual  and  expected  income 
constitutes  profit,  a  residual  amount. 

However,  the  critical  question  is  yet  to  be  answered: 

Who  is  responsible  for  profit?  According  to  Knight,  profit 

27 

was  unimputable.  This  conclusion  seems  rather  radical 
in  light  of  the  amount  of  consideration  given  to  the  entrep¬ 
reneurial  process  by  previous  authors.  Yet  the  unique 
relationship  between  uncertainty  and  profit  necessitated 
such  a  conclusion  by  Knight.  He  argued  that  since  the 
crux  of  the  economic  process  was  the  bidding  by  entrepren¬ 
eurs  for  the  use  of  resources  in  the  future,  any  portion 
of  income  which  arose  due  to  unusual  predictive  powers 
would  be  considered  wages  of  management  (uncertainty  would 
be  eliminated)  and  therefore  not  profit.  He  argued  fur¬ 
ther  that  the  profit  of  the  corporation  accrued  to  the 
owners  by  virtue  of  their  control  over  the  selection  of 
managers  of  the  enterprise.  Thus  the  conditions  of  uncer¬ 
tainty  which  gave  birth  to  profit  dealt  more  with  the 
uncertainty  of  selecting  and  judging  men  than  with  the 
uncertainty  associated  with  the  "state  of  nature."  This 
gave  rise  to  a  more  pragmatic  definition  of  profit.  "in 
such  a  case  profit  in  our  sense  of  the  term  appears  to  be 
the  difference  between  the  rate  of  return  on  the  owner1 s 
investment  and  the  competitive  rate  of  return  on  investment 

27Ibid. ,  p.  308. 
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29 

generally.  Such  a  statement  can  be  considered  unobject¬ 

ionable  to  accountants  and  economists  alike.,  as  Knight  felt 


that  there  was  little  practical  benefit  to  be  gained  from 
separating  the  two  constituent  parts. 

However,  one  must  realize  that  the  assignment  of  prof¬ 
its  to  owners  by  virtue  of  selection  controls  over  manage¬ 
ment  is  a  major  premise,  and  as  such  deserves  further 
contemplation.  Broadly  conceived,  we  are  concerned  with  the 
question  of  control  within  the  organization  in  terms  of 
entrepreneurship.  To  recapitulate,  Knight  maintained  that 
control  was  exercised  by  the  shareholders  of  a  corporation, 
and  his  explanation  of  profits  depends  upon  this  premise. 

We  are  not  convinced  that  corporate  shareholders  exert 
the  degree  of  control  that  Knight  believed  they  did,  remem¬ 
bering  that  corporations  have  changed  considerably  since  1921. 

In  order  for  owners  to  effectively  evaluate  corpor¬ 
ate  management,  their  information  system  had  to  be  par 
excellence.  Generally,  evaluations  are  made  using  accoun¬ 
ting  information.  One  only  needs  to  examine  some  of  the 
current  accounting  literature  in  order  to  determine  the 
degree  to  which  accountants  are  questioning  the  reason¬ 
ableness  of  their  information.  Moreover,  managers  often 
control  the  nature  of  the  inputs  to  the  accounting  functions. 
Therefore,  unless  one  Is  very  sure  that  owners  are  effect¬ 
ively  able  to  evaluate  managerial  performance  (based  upon 

29 
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accounting  information)  we  should  be  very  careful  in  assign¬ 
ing  the  control  function  to  shareholders.  If  owners  are 
unable  to  evaluate  management,  one  returns  to  a  situation 
similar  in  nature  to  the  one  outlined  earlier. 

Summa  ry 

The  preceding  discussion  of  the  neoclassical  economic 
theories  of  profit  has  provided  a  more  secure  conceptual 
framework.  Notably,  one  can  begin  to  determine  a  diver¬ 
gence  of  the  various  concepts  into  several  distinct  catego¬ 
ries.  Marshall's  ideas  can  most  properly  be  described  in 
modern  terminology  as  an  enterprise  theory  of  profits.  The 
residual  business  income  was  thought  to  be  attributable  to 
the  business  enterprise,  hence  it  could  not  be  clearly 
assigned  to  any  one  person.  Clark,  on  the  other  hand, 
clearly  saw  profits  as  entrepreneurial  gains.  As  such, 
they  were  viewed  as  a  reward  for  identifying  and  exploiting 
economic  opportunities  by  the  entrepreneur.  In  relating 
this  concept  to  the  modern  business  world,  we  concluded 
that  business  managers  and  labour  most  often  fulfill  the 
role  of  the  entrepreneur  in  the  contemporary  corporation. 
Knight's  analysis  concluded  that  profits  were  a  reward  to 
the  owner  for  bearing  the  uncertainties  of  the  business 
world.  Once  again,  the  identity  of  the  actual  recipients 
was  questioned  in  light  of  prevailing  economic  and  social 
conditions.  Each  of  the  theories  leads  to  a  slightly 
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different  conclusion  as  to  the  nature  and  recipients  of 
business  income. 

The  increasing  abstraction  and  the  decreasing  objec¬ 
tivity  of  the  measures  proposed  by  these  authors  has  undoubt¬ 
edly  served  to  widen  the  gulf  between  accountants  and 
economists.  Moreover,  the  various  concepts  that  have  been 
described  to  date  are  rather  vague.  In  the  following 
section,  the  more  recent  concepts  of  profit  will  be  dis¬ 
cussed  which  have  developed  directly  from  these  three 
theories . 

Several  subtle  distinctions  have  arisen  between  the 
concepts  of  profits  of  the  neoclassical  school  and  those 
of  the  modern  accounting  school  of  thought.  Clark's  treat¬ 
ment  of  interest  and  wages  of  superintendence  as  items 
extraneous  to  pure  profit  is  the  mcrSt  obvious  example. 

These  are  implicit  values  which  are  extremely  difficult 
to  measure  objectively.  Marshall's  concepts  of  normal  profit 
and  monopoly  profit  are  equally  important  from  a  conceptual 
point  of  view.  In  retrospect,  Knight's  uncertainty  theory 
of  profit  harbours  an  extremely  Interesting  concept  which 
could  enhance  the  usefullness  of  accounting  information. 
However,  accountants  have  chosen  to  ignore  this  concept 
of  profit. 

MODERN  PROFIT  CONCEPTS 

This  section  will  trace  the  development  of  economic 
theories  of  profit  from  1921  to  the  present  date.  Interest 
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in  profit  theory  by  economists  seemed  to  peak  during  the 
early  1950’  Sj  and  has  declined  to  negligible  proportions 
since  then.  The  reasons  for  this  are  somewhat  unclear.,  as 
seemingly  no  basic  consensus  was  reached.  Perhaps.,  as  will 
be  seen  presently,,  the  subject  was  dropped  because  it  was 
practically  impossible  to  empirically  validate  any  of  the 
"theories".  On  the  other  hand.,  an  informal  consensus  may 
have  been  reached.,  which  essentially  drew  on  the  stronger 
points  of  the  various  concepts.  Alterna t ively,  interest 
by  economists  may  have  shifted  to  a  new  popular  topic  such 
as  the  cost  of  capital  to  the  firm  and  the  optimal  finan¬ 
cial  structure  of  the  firm. 

The  basic  problems  of  profit  theory  which  we  have 
been  attempting  to  solve  are:  (l)  which  types  of  trans¬ 
actions  and  types  of  changes  in  capital  values  are  to  be 
recorded  as  profit?  and  (2)  who  are  the  recipients  of  profit? 
In  accordance  with  these  objectives,  we  will  continue  to 
concentrate  on  the  nature  and  causes  of  profit  and  on  the 
identification  of  the  recipients  of  profits.  As  prev¬ 
iously,,  we  will  continue  to  concentrate  primarily  upon  the 
theory  of  profit  as  one  distinct  portion  of  income. 

For  several  reasons,  it  is  becoming  extremely  diff¬ 
icult  to  follow  the  format  of  the  previous  two  sections. 
Consequently.,  in  this  section,  four  major  concepts  of 
profit  will  be  discussed,  but  not  necessarily  in  chronol¬ 
ogical  order.  The  four  categories  include:  (l)  the 
innovation  and  entrepreneurial  concept;  (2)  the  enterprise 
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concept;  (3)  the  monopoly  "theory";  and  (4)  the  uncertainty 
concept.  The  foundations  for  these  topics  were  clearly 
Identified  In  the  previous  sections.  Although  they  will  be 
treated  as  separate  topics*  it  must  be  remembered  that  they 
are  only  semi-independent  as  each  is  definitely  related 
to  the  others. 

The  fundamental  disagreement  among  economists  over 
the  nature  of  profits  may  be  attributable  to  the  lack  of 
agreement  over  whether  they  are  a  functional  or  a  nonfunc¬ 
tional  return.  Since  there  was  a  basic  agreement  that 
profits  were  a  residue  which  remained  after  the  payment  of 
all  contractual  obligations*  the  technical  question  of  how 
to  calculate  profits  was  basically  answered.  But  in  answer¬ 
ing  the  question  "What  is  the  cause  of  profits?"*  differ¬ 
ences  arose.  Some  economists  believed  that  they  were  a 
functional  return  for  the  exercise  of  the  production 
function.  On  the  other  hand*  the  advocates  of  the  nonfunc¬ 
tional  theories  saw  profits  arising  because  of  change* 
uncertainty  or  monopoly*  rather  than  because  of  a  partic¬ 
ular  function.^ 

Beyond  the  functional/nonfunctional  dichotomy  lies 
the  ambiguity  surrounding  the  origin  of  profits  and  their 
subsequent  allocation.  The  four  income  categories*  wages* 
interest*  profit*  and  rent*  have  been  traditionally 

1R.  A.  Gordon*  "Enterprise*  Profits*  and  the  Modern 
Corporation* "  in  Explorations  in  Economics*  Notes  and  Essays 
Contributed  in  Honour  of  E.  W.  Taussig  (New  York:  McGraw-Hill 
Book  Company  Inc.*  1936)*  pp .  305-316 . 
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identified  as  the  incomes  of  particular  social  classes. 

Once  recognition  was  given  to  the  separation  of  ownership 
from  control  in  many  firms,  a  conflict  arose,  since  the 
recipients  of  profits  (shareholders)  became  a  distinctly 
different  group  from  the  creators  of  profits  (the  entrepren¬ 
eurs).  Many  economists  have  neglected  to  recognize  this 
paradox,  while  those  who  did  recognize  it  provided  different 

p 

reasons  for  its  existence.  With  few  exceptions,  however, 
there  was  a  general  failure  to  recognize  the  importance  of 
identifying  the  type  of  firm,  large  or  small,  corporation 
or  partnership,  etc.,  which  becomes  so  important  to  the 
problem. 

In  order  to  avoid  this  problem,  we  have  attempted  to 
identify  the  type  of  business  enterprise  with  which  we  are 
primarily  concerned.  Certainly,  the  environmental  trends 
which  were  identified  under  the  discussion  of  the  neo¬ 
classical  school  developed  to  their  full  potential  during 
the  post  World  War  I  period.  In  terms  of  output,  the  most 
common  form  of  business  establishment  was  the  large  corp¬ 
oration  with  large  and  diverse  bodies  of  shareholders. 

During  this  period,  the  assumptions  which  were  noted  in 
chapter  one  regarding  the  nature  of  the  firm  and  the  nature 
of  its  relationships  with  society  were  most  noticable. 
Notably,  it  was  during  this  period  that  the  Berle  and  Means 

o 

Peter  L.  Bernstein,  "Profit  Theory--Where  Do  We  Go 
from  Here?"  Quarterly  Journal  of  Economics,  LXVTI  (August, 
1953),  PP-  407-422. 


. 

' 

' 


■ 


* 

. 

-  -f 


■ 


m 


58 


thesis  was  published.^ 

Given  the  ubiquitous  nature  of  the  large  corporation, 
and  given  the  bias  in  favour  of  large  corporations  by  this 
thesis,  the  subsequent  discussions  of  profit  theory  must 
be  examined  critically  in  this  light. 

Finally,  before  proceding  with  the  discussion,  we 
must  be  clear  on  why  economists  are  attempting  to  define 
profit.  The  chief  concern  of  micro  economic  analysis  is 
the  allocation  of  scarce  resources  among  alternative  uses. 
Three  types  of  payments  for  productive  services  are  easily 
identified  and  measured:  wages,  rents,  and  interest  pay¬ 
ments.  Under  conditions  of  perfect  competition  and  total 
certainty,  and  by  marginal  analysis,  the  total  price  of  a 
product  can  be  described  as  a  composite  of  these  payments. 
However,  not  all  events  are  foreseeable  and  not  all  compet¬ 
ition  is  perfect,  hence  a  separate  residual  income  stream 

arises.  This  unplanned  residue  plays  an  important  role  in 

4 

resource  allocation.  The  various  concepts  discussed 
herein  provide  different  explanations  of  the  causes  and  the 
recipients  of  the  residual  flow. 

Innovation  and  Entrepreneurial  Profit 

The  role  of  the  entrepreneur  in  economic  analysis 
has  been  a  topic  for  discussion  from  the  period  of  Adam 
Smith  to  the  present.  Much  of  the  difficulty  in  describing 

^Berle  and  Means,  The  Modern  Corporation. 

^J.  Fred  Weston, "The  Profit  Concept  and  Theory:  A 
Restatement,"  Journal  of  Political  Economy,  LXII  (April, 
1954),  p.  154. 
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profit  as  a  return  for  exercising  the  function  of  entrepre¬ 
neurship  has  arisen  from  the  ambiguous  nature  of  the  word 
entrepreneur,  and  from  its  indiscriminate  use.  The  entrepre¬ 
neur  has  been  described  variously  as  (a)  one  who  organizes 
and  controls  the  factors  of  production,  (b)  one  who  exer¬ 
cises  ultimate  risk  bearing  and  ultimate  decision  making, 

(c)  one  who  deals  with  uncertainty,  and  (d)  one  who  inno- 

5 

vates.  Probably  the  most  common  function  assigned  to  the 
entrepreneur  is  that  of  innovation.  Around  this  idea  has 
grown  the  innovation  or  entrepreneurial  theory  of  profit 
which  has  best  been  expressed  by  Joseph  Schumpeter.^ 

He  began  his  explanation  of  the  profit  phenomena 
by  recognizing  that  profits  arose  because  of  an  excess  of 
business  receipts  over  costs,  or  opportunity  costs.  In  the 
"static"  state,  excesses  were  impossible.  However,  there 
were  always  a  certain  number  of  people  in  the  economy  who 
strove  to  cut  production  costs  via  technical  innovation  or 
to  increase  revenues  by  introducing  new  products.  By 
arranging  "new  combinations"  of  productive  factors,  these 
people  were  able  to  realize  a  temporary  excess  of  receipts 
over  expenses.  This  gain  was  entrepreneurial  profit  which 
arose  because  of  innovation.  Over  the  long  run,  other  people 
were  attracted  by  the  excess  or  profit  to  the  industry  and, 
because  of  competitive  pressures,  the  profit  would  disappear. 

Ibid. ,  p.  162. 

^Joseph  A.  Schumpeter,  The  Theory  of  Economic  Devel¬ 
opment  (New  York:  Oxford  University  Press,  1951) . 
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It  is  essential  to  emphasize  that  the  only  act  which 


gives  rise  to  profits  is  the  innovation  act.  "To  repeat: 
these  individuals  have  done  nothing  but  employ  existing 
goods  to  greater  effect,  they  have  carried  out  new  combin¬ 
ations  and  are  entrepreneurs  in  our  sense.  Their  gain  is 
an  entrepreneurial  profit."^  In  this  case,  the  risk  of 
capital  loss  is  in  no  way  a  part  of  profit,  for  the  entrep¬ 
reneur  could  undertake  all  of  his  innovation  on  borrowed 
funds.  Hence,  It  is  the  capitalist  who  bears  all  risks. 

"But  even  if  the  entrepreneur  finances  himself  out  of  former 
profits,  or  if  he  contributes  the  means  of  production  belong¬ 
ing  to  his  'static*  business,  the  risk  falls  on  him  as  cap- 

Q 

italist  or  possessor  of  goods,  not  as  entrepreneur."  It 
is  unfortunate  that  Schumpeter  did  not  give  an  exact  defin¬ 
ition  of  risk.  However,  risk  is  always  associated  with  the 
capitalist  and  not  with  the  entrepreneur.  Therefore,  risk 
in  no  way  figures  in  entrepreneurial  profits.  Nevertheless, 
the  innovator  may  be  a  defacto  uncertainty  bearer  in  the 
sense  that  the  probability  of  success  for  the  innovation  is 
unknown.  However,  Schumpeter  did  not  recognize  this  in 
his  analysis. 

There  is  also  a  link  between  entrepreneurial  profits 
and  the  monopoly  profits.  Immediately  after  the  innovation, 
the  entrepreneur  is  somewhat  free  to  set  his  own  price, 

^Ibid. ,  p.  133* 

8Ibid.,  p.  137- 
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since  competition  is  no  longer  perfect.  Hence  profit  bears 

some  relationship  to  monopoly  revenue.  However,  should  the 

monopoly  become  permanent,  for  whatever  reason,  the  returns 

would  no  longer  be  considered  profits,  but  a  pure  monopoly 

9 

income.  Profits,  it  must  be  remembered,  are  not  perm¬ 
anent.  They  are  not  rents  and  they  are  not  a  return  to 
capital,  hence  they  bear  no  direct  relationship  to  the 
amount  of  capital  invested.  The  entrepreneur,  according  to 
this  philosophy,  is  as  easily  a  manager  of  the  firm  as  he 
is  the  owner. 

Profits  are  a  functional  return  to  the  entrepreneur 
for  the  act  of  innovation.  It  is  the  promise  of  profits 
which  stimulates  entrepreneurs  to  innovate,*  it  is  innovation 
which  increases  efficiency.  While,  in  these  terms,  profit 
is  a  functional  return,  it  is  nevertheless  nonimputable  and 
nonpermanent.  However,  in  the  contemporary  corporation,  the 
existence  of  research  and  development  departments  tends  to 
make  innovation  routine.  Research  costs  become  a  permanent 
cost  of  production  and  hence  an  imputable  cost  of  the  prod¬ 
uct.10  Looking  at  this  in  another  way,  continual  Innovation 
may  impose  a  form  of  competition  which  would  eliminate  much 
of  the  "monopoly"  aspect  of  profits.  Certainly,  this  theory 
has  many  weaknesses  which  preclude  it  from  unqualified 

^Ibid. ,  p.  152. 

10Carolyn  Shaw  Solo,  "Innovation  in  the  Capitalist 
Process:  A  Critique  of  the  Schumpeter  Theory,"  Quarterly 

Journal  of  Economics,  LXV  (August,  1951)*  P*  427- 
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acceptance . 

^  > 

Enterprise  Theory  of  Profit 

— - - H - 

From  the  earliest  economic  writings  onward,  the  attempt 
to  associate  profits  with  a  particular  social  class  has 
created  a  great  deal  of  difficulty.  Different  authors 
have  begun  their  analysis  from  different  assumptions  about 
the  recipients  of  profits.  Clearly,  Schumpeter  saw  the 
entrepreneur  as  the  chief  determinant  of  profit.  Neverthe¬ 
less,  the  problems  involved  in  defining  the  entrepreneur 
were,  for  the  most  part,  avoided  particularily  as  we  move 
from  the  single  firm  to  aggregates  of  firms.  If  profit  is 
viewed  as  a  distributive  share,  its  purpose  being  to  explain 
the  sharing  of  total  income  among  social  groups,  the 
aggregate  must  be  identified  with  some  concrete  social 

class  of  income  recipients."*''*'  Three  principal  proponents 

12 

of  this  theory  of  profits  have  arisen. 

Most  of  the  neoclassical  economists  have  attempted  to 
break  the  business  residue  into  its  component  parts  in  an 
attempt  to  isolate  a  pure  profit.  Essentially,  the  Enter¬ 
prise  group  regresses  to  the  more  basic  ideas  of  Adam  Smith 

"^Richard  M.  Davis,  "The  Current  State  of  Profit 
Theory,"  American  Economic  Review.  XLII  (June,  1952),  p.  248. 

12 

James  H.  Strauss,  "The  Entrepreneur:  The  Firm," 
Journal  of  Political  Economy,  LII  (June,  1944),  pp.  -112-127; 
Jean  Marchal,  "The  Construction  of  a  New  Theory  of  Profit," 
The  American  Economic  Review,  XLI  (September,  1957)  »  PP-  549- 
565 ;  Richard  M.  Davis,  "The  Current  State  of  Profit  Theory," 
The  American  Economic  Review,  XLII  (June,  1952),  pp.  245-264. 
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in  calling  the  gross  income  of  the  entrepreneur  profit. 

This  profit  is  the  gross  amount  which  remains  to  them  after 
all  their  expenses  have  been  paid.  Whereas  labourers  and 
capitalists  gain  their  income  by  selling  something  to  the 
firm.,  the  entrepreneur  identifies  with  the  firm  in  attemp¬ 
ting  to  maintain  a  difference  between  his  costs  of  prod¬ 
uction  and  his  selling  prices.  They  maintain  a  price 
differential  by  acting  on  the  market  structure  (through 
advertising,  promotion,  etc.)  or  by  acting  "by  methods 
which  we  shall  describe,  on  the  total  demand  for  products 
and  the  total  supply  of  factors  .  .  .  for  the  furtherance  of 
their  own  interests  .  .  .  ."  J  By  acting  through  the  firm 

and  identifying  with  the  firm,  the  entrepreneur  and  the 
firm  become  one  and  the  same. 

Such  a  concept  of  the  entrepreneur  avoids  many  of 
the  difficulties  that  were  encountered  previously  in  defin¬ 
ing  the  position  of  the  entrepreneur.  It  will  be  recalled 
that  Knight  essentially  assigned  the  entrepreneurial 
function  to  shareholders  since  they  had  effective  decision 
making  control  via  the  selection  of  management.  The  author 
took  exception  to  that  definition.  In  questioning  the 
theory  of  J.  B.  Clark,  the  decision  making  role  was  assigned 
to  corporate  managers.  Yet,  this  argument,  although  more 
realistic  than  the  neoclassical  one,  had  its  weak  points 
since  difficulty  was  encountered  in  Identifying  a  particular 

13 


Marchal,  "Construction  of  a  New  Theory,"  p.  55* 
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office  or  group  of  offices  in  which  crucial  decisions  were 

made.  Moreover,,  it  is  difficult  to  determine  the  ultimate 

risk  bearing  function  in  the  firm  because  both  promisors 

and  promisees  bear  risk  to  a  certain  extent.  In  viewing 

the  firm  as  the  entrepreneur,  many  of  these  difficulties 

are  overcome.  In  defining  the  firm  as  the  entrepreneur,  we 

are  recognizing  it  to  be  an  amalgamation  of  offices  carrying 

out  the  function  of  management. 

The  firm  would  stand  out  as  a  separate  entity  engaged 
in  dealing  with  supply  functionaries  in  employing 
factors  of  production  and  disposing  of  the  commodity 
thereby  obtained.  Its  prime  mover  would  be  the  decision 
making  organization  composed  of  an  aggregate  of  indiv¬ 
idual  mambers  with  specified  powers  of  decision  due  to 
participation  in  management,  either  as  labourers  or  as 
functionaries  with  powers  of  control. 1^ 

Thus  the  entrepreneur  is  considered  an  entity  which  is 

fundamentally  the  same  as  the  accounting  entity. 

In  describing  the  entrepreneur  as  the  firm,  Strauss, 
Marchal,  and  Davis  are  essentially  contending  that  business 
income,  that  Is,  total  receipts  less  contractual  payments, 
is  profit.  This  is  essentially  the  same  as  profit  as  meas¬ 
ured  by  accountants.  However,  they,  and  some  other  authors 
have  recognized  weaknesses  in  accepting  this  concept  in 
total  at  par  value.  Residual  income  recipients  (in  the 
accounting  sense)  often  contribute  productive  services  to 

the  firm  which  are  labeled  either  wages  or  interest  when  the 

15 

services  are  received  by  contractual  obligations.  When 

^Strauss,  "The  Entrepreneur:  The  Firm,"  pp.  124-125* 

"^Weston,  "Profit  Concept  and  Theory,"  p.  165 . 
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they  are  not  received  by  contractual  obligation,  the  very 
same  services  may  be  defined  as  profit;  hence  the  classi¬ 
fication  system  is  inconsistent. 

Furthermore,,  other  problems  have  largely  been  ignored. 
In  attempting  to  isolate  the  recipients  of  profits.,  they 
largely  ignored  why  profits  arose.  Marshal1 s  explanation 
seems  to  favour  a  qua si -monopoly  theory  since  the  firm  tries 
to  create  market  inconsistencies,  thus  creating  profit. 

At  the  same  time,  these  ideas  are  not  inconsistent  with  the 

uncertainty  theory  of  profits,  as  profit  may  be  viewed  as 

16 

a  reward  for  uncertainty  bearing  by  the  firm.  Moreover, 
although  they  were  attempting  to  associate  profits  with  a 
definite  social  class,  they  scarcely  succeeded  unless  the 
firm  is  considered  a  social  class.  Finally,  the  basic  dis¬ 
agreement  is  whether  or  not  profit  is  a  functional  or 
nonfunctional  return.  By  factoring  out  all  possible  func¬ 
tional  categories,  the  uncertainty  theory  advocates  and 
the  monopoly  theorists  isolate  a  nonfunctional  residue. 

On  the  other  hand,  by  describing  profit  as  the  gains  of 
the  firm,  both  functional  and  nonfunctional  components 
exist  in  the  residue. 

Before  attempting  to  resolve  these  conflicts,  we  will 
first  examine  the  uncertainty  theory  and  the  monopoly 
theories  of  profit.  On  balance,  this  group  of  authors  has 
attempted  a  more  realistic  definition  of  the  firm,  which 

^Strauss,  "The  Entrepreneur:  The  Firm,"  p.  127. 
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is  most  commendable. 

Monopoly  Theory  of  Profit 

The  proponents  of  the  monopoly  theory  of  profits  have 
been  less  articulate  in  the  defense  of  their  ideas  than 
have  their  cohorts  who  held  different  views.  Possibly., 
because  the  marginal  theory  of  the  firm  predominated  dur¬ 
ing  this  period  and  since  the  monopoly  theory  of  profit 
was  an  integral  part  of  the  marginal  theory,,  the  advocates 
of  monopoly  profit  felt  less  obligated  to  defend  their 
position  than  did  other  theorists.  There  is  a  slight 
connection  between  the  Schumpeterian  innovation  profit  con¬ 
cept  and  Marchal's  enterprise  theory  with  the  monopoly 
theory,  since  they  all  attribute  profit  to  the  preferred 
position  of  the  firm  in  relation  to  input  or  output  markets. 
However,  the  connection  is  superficial  at  best. 

The  theory  of  perfect  competition  was  briefly  examined 

previously.  However,  in  order  to  better  understand  the 

monopoly  theory  of  profits,  it  must  be  expanded.  The 

resources  committed  to  the  firm  are  of  two  general  types: 

(l)  fixed  resources  which  are  acquired  by  long  term  contracts 

and  are  independent  of  output;  and  (2)  variable  resources 

which  are  acquired  as  they  are  needed  by  the  firm.  Any 

surplus  of  revenue  over  variable  costs  which  contributes 

17 

to  fixed  costs  is  called  a  quasi-rent.  If  the  quasi-rent 
is  just  sufficient  to  cover  all  opportunity  costs  of  fixed 

17Fritz  Machlup,  "Competition,  Pliopoly  and  Profit," 
Economica,  IX  (February,  19^2),  p.  11. 
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resources  (owned,  or  hired),  then  the  quasi-rent  is  consid¬ 


ered  normal.  The  normal  remainder  after  covering  all  direct 
costs  is  called  the  normal  profit  of  the  industry.  This 
is  profit  as  actually  measured  by  businessmen  and  account¬ 
ants.  If  the  firm  owns  all  of  its  fixed  resources.,  the 
normal  profit  is  equal  to  zero  profit  in  the  economic  sense. 
The  definition  of  economic  profit  depends  directly  upon  the 
definition  of  normal  profit.  Machlup  avoids  most  of  the 
tautology  involved  In  the  usual  definitions  of  normal 
profits  (supernormal  profits  invite  newcomers  to  the  Indus¬ 
try)  by  stating  that  "profits  will  be  abnormally  high,,  if 
resources,  perfectly  substitutable  for  those  used  by  the 
industry.,  are  available  at  less  than  they  could  earn  in 
the  industry,,  but  find  their  entry  into  the  industry 
obstructed."  Economic  profits  are  simply  the  excess  of 
revenue  over  opportunity  costs  of  all  resources  and  are 
equal  to  zero  under  perfect  competition. 

The  definition  of  monopoly  which  we  shall  use 
denotes  any  departure  of  market  condition  from  pure  compet¬ 
ition.  This  includes  oligopoly,,  duopoly.,  and  other  terms 
which  have  been  used  to  describe  varying  degrees  of  imper¬ 
fect  competition.  There  are  three  sources  of  imperfect 
competition--monopoly  power  in  the  buying  market,  monopoly 

19 

power  in  the  selling  market,  and  lack  of  freedom  of  entry. 

l8Ibid. ,  p.  12. 

1^Joe  S.  Bain,  "Profit  as  a  Measure  of  Monopoly  Power," 
Quarterly  Journal  of  Economics,  LV  (February,  19^1) ,  p.  273- 
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Normally,  more  than  one  of  these  conditions  must  be  present 
before  monopoly  profits  arise. 

The  problem  of  defining  monopoly  profit  becomes  one 

of  defining  excess  profit,  since  under  pure  competition, 

normal  profits  are  allowed.  Under  imperfect  competition, 

the  short  run  average  cost  curve  will  lie  above  the  average 

20 

revenue  curve.  A  great  deal  of  difficulty  is  encountered, 

while  attempting  to  give  a  more  operational  definition 

of  profits,  in  distinguishing  between  short  run  and  long 

run  costs.  Bain  has  overcome  this  problem  by  avoiding  the 

term  short  run  profits.  Assets  are  valued  by  discounting 

21 

future  rents  at  the  market  rate  of  interest.  Any  asset 
valued  in  this  manner  at  an  amount  in  excess  of  its  market 
price  would  give  rise  to  a  profit  recognized  at  the 
acquisition  date. 

The  rate  of  profit  is  then  that  rate  which,  when  used 
in  discounting  the  future  rents  of  the  enterprise, 
equates  their  capital  value  to  the  cost  of  those  assets 
which  would  be  held  by  the  firm  if  it  produced  its  out¬ 
put  in  competitive  equilibrium.  If  this  rate  is 
greater  than  the  rate  of  interest  (or  normal  rate  of 
return),  the  difference  may  be  defined  as  a  rate  of 
excess  profit. 22 

In  this  case,  then,  profits  are  recognized  at  the  date  of 
asset  acquisition. 

Not  all  authors  would  agree  with  this  analysis.  Some 


20E.  H.  Chamberlin,  The  Theory  of  Monopolistic  Comp¬ 
etition  (Cambridge:  Harvard  University  Press,  19^2),  p.  111. 

21Bain,  "Monopoly  Power,"  p.  275. 

22Ibid.,  p.  277» 
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felt  that  when  the  monopoly  becomes  a  permanent  one;  super¬ 
normal  profits  should,  be  considered  monopoly  revenue  and 
not  profit  In  the  economic  sense.2-3  After  a  monopoly  Is 
established,  the  revenues  may  be  Imputed  to  the  source  of 
the  monopoly  advantage  or  capitalized.  As  evidence  to 
support  this  argument,  Weston  maintains  that  the  value  of 
common  shares  of  firms  with  a  monopolistic  advantage  will 
be  bid  up  and  will  tend  to  sell  on  a  lower  yield  basis, 

nh 

since  the  expected  earnings  are  fairly  stable. 

By  either  explanation,  profits  are  a  nonfunctional, 
nonimputable  residue.  They  arise  because  of  imperfect 
market  structures  and  the  existence  of  patents,  trade 
marks,  copyrights,  the  immobility  of  resources,  and  other 
factors.  Under  such  conditions,  the  firm  is  somewhat  free 
to  set  its  own  output  and  price  in  order  to  maximize  profits. 

Nevertheless,  we  must  be  careful  in  our  interpreta¬ 
tion  of  this  definition  of  profits.  It  was  primarily 
designed  as  a  model  to  explain  the  allocation  of  resources 
In  the  economy,  and  to  predict  the  behavior  of  aggregates 
of  firms.  To  generalize  the  model  beyond  its  original 
boundaries  would  be  a  mistake.  An  extensive  treatment  of 
the  limitations  of  the  marginalist  theory  would  be  beyond 
the  scope  of  the  present  investigation,  as  would  a  more  exten¬ 
sive  treatment  of  the  theory  behind  Imperfect  competition. 

2h 

Schumpeter,  The  Theory  of  Economic  Development,  p.  152. 

nh 

Weston,  "Profit  Concept  and  Theory,"  p.  167. 
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The  Uncertainty  Concept  of  Profit 

The  most  widely  discussed  concept  of  profit  was  defin¬ 
itely  the  uncertainty  concept.,  while  its  most  ardent  prop- 

2R 

onent  was  J.  Fred  Weston.  While  Weston*s  concept  was  the 
most  complete  of  the  "uncertainty  theories".,  there  was  a 
divergence  in  views  between  his  and  other  authors*.  Knight 
was  the  founder  of  this  school  of  thought  and  most  of  the 
ideas  which  have  been  published  subsequent  to  his  were  more 
or  less  refinements  of  the  original  thesis.  It  will  be 
recalled  that  Knight  defined  profit  as  the  difference 
between  expected  and  actual  results.  The  divergence  was 
caused  by  the  presence  of  uncertainty  in  the  business 
world.  Subsequent  to  Knight,  theorists  attempted  to  refine 
the  definitions  of  risk  and  uncertainty,  to  reformulate 
the  definition  of  the  uncertainty  bearing  funct ionairies 
and  to  integrate  the  concept  of  profit  into  the  more  common 
theories  of  the  firm. 

The  distinction  between  risk  and  uncertainty  continued 
to  plague  economists  of  the  period.  Weston  used  Marschak’s 
framework  for  distinguishing  the  degrees  of  information 
available  to  the  firm.  Four  possible  states  were 

Fred  Weston,  "Profit  as  the  Payment  for  the  Func¬ 
tion  of  Uncertainty  Bearing,"  Journal  of  Business,  XXII  (April, 

1949) ,  p.  106-108;  "Enterprise  and  Profit,"  Journal  of  Busin- 
ess,  XXII  (April,  1949),  p.  141-159;  "A  Generalized  Uncer¬ 
tainty  Theory  of  Profit,"  American  Economic  Review,  XL  (March, 

1950) ,  pp.  40-60;  "The  Profit  Concept  and  Theory:  A  Restate¬ 
ment,"  Journal  of  Political  Economy,  LXII  (April,  1954), 

pp.  152-169. 
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Identified.*  2^ 

3.1.  The  firm  does  not  know  (p). 

3.2.  The  firm  does  not  know  (p)  hut  it  knows  data 
permitting  it  to  estimate  (P). 

3*3*  The  firm  knows  (P). 

3.4.  The  firm  knows  (P)  and  every  element  of  (P)  is 
either  0  or  1. 

The  majority  of  economic  decisions  fall  between  3*1  and 
3.2  because  the  firm  generally  does  not  know  (p),  but  it 
does  have  knowledge  which  is  insufficient  to  estimate  (P) 
on  the  basis  of  statistical  relationships.  The  conditions 
which  Weston  identifies  as  giving  risk  to  uncertainty  are 
either  "incomplete  information  or  a  'short-run*  nonstockal- 

Q  7 

astic  [not  amenable  to  statistic  decision  rules]  situation. " 

It  is  caused  by  innovations,  exogenous  changes  or  interactions 
between  the  two.  Risk  is  defined  as  "the  possibility  of  an 

28 

unfavorable  outcome  of  an  action  taken  under  uncertainty." 

Contrasting  this  concept  of  uncertainty  to  that  of 

others,  we  find  that  Hicks,  for  example,  used  a  certainty 

29 

equivalent  approach.  The  chances  of  a  return  on  a  given 


nf, 

Jacob  Marschak,  "Role  of  Liquidity  Under  Complete 
and  Incomplete  Information,"  American  Economic  Review  and 
Proceedings ,  XXXIX  (May,  1949),  pp.  183-134. 

2^Weston,  "Profit  Concept  and  Theory,"  p.  155* 

28 

Ibid. ,  p.  155* 

2^J.  R.  Hicks,  Value  and  Capital  (Oxford:  Clarendon 
Press,  1939),  p.  25.  One  of  the  most  common  quotes  from 
economic  theory  by  accountants  on  the  nature  of  income  can 
be  found  on  page  172, "Following  this  idea,  it  would  seem 
that  we  ought  to  define  income  as  the  maximum  value  which  he 
can  consume  during  a  week,  and  still  be  as  well  off  at  the 
end  of  the  week  as  he  was  at  the  beginning."  Accounting 
theorists  have  continued  by  debating  about  how  to  measure 
"well  offness".  Obviously,  Hicks  was  defining  personal 
income  in  this  statement.  We  have  taken  pains  to  identify 
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project  would  be  estimated.,  yielding  a  generalized  order¬ 
ing  of  various  investment  schemes.  These.,  certain.,  price 
expectations  "represent  uncertain  expectations  of  reality. 
Uncertainty  was  measured  by  the  standard  deviation  or  the 
coefficient  of  variation.  Foster  and  Catchings  maintained 

that  all  risks.,  by  nature,  were  unmeasurable  and  that 

71 

uncertainties  resulted  from  free  consumer  choice.  Pigou 

developed  the  idea  of  units  of  uncertainty  bearings  and 

attempted  to  incorporate  uncertainty  as  a  fourth  factor  of 
72 

production.  In  profit  theory.,  most  authors  agreed  that 
it  was  uncertainty  with  which  they  were  concerned,  and  not 
with  risk. 

One  version  of  the  uncertainty  theory  of  profit  views 

77 

profit  as  the  difference  between  ex  ante  and  ex  post  return. 
Fixed  commitments  are  made,  before  the  fact,  based  upon  sub¬ 
jective  probability  distributions.  The  differences  between 

and  define  the  business  entity  and  its  form  of  income  as 
something  completely  non-personal.  We  feel,  therefore,  that 
the  repeated  use  of  this  statement  is  somewhat  misleading. 

At  best,  it  oversimplifies  the  nature  of  business  profit.  At 
worst,  it  distracts  the  theorist  from  what  we  feel  are  the 
important  issues--those  surrounding  the  nature,  causes,  and 
recipients  of  profit  as  one  portion  of  income . 

^QIbid . ,  p.  126. 

7 1 

J  W.  T.  Foster,  and  W.  Catchings,  Profits  (Boston: 
Houghton  Mifflem  Company,  1925),  p.  55,  p .  67 . 

^A.  C.  Pigou,  The  Economics  of  Welfare  (4th  ed; 

London:  MacMillan  and  Co.  Lt d.~,  1946),  pp.  771-772. 

^Weston,  "Generalized  Uncertainty  Theory,"  p.  51- 
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these  estimations  and  the  actual  realized  results.,  after 
the  fact,  is  the  measure  of  profits.  Although  it  is  not 
stated  explicitly,  one  is  led  to  believe  that  planned  res¬ 
idues  would  not  represent  profit,  hut  a  measure  of  oppor¬ 
tunity  cost.  In  his  195^  paper,  Weston  compares  the  uncer¬ 
tainty  concept  of  profit  to  a  "utility  equivalent  Income. 
Profits  would  he  measured  as  the  difference  between  realized 
revenues  and  a  definite  amount  of  certain  income  that  the 
decision  maker  would  accept,  before  the  fact.  This  idea, 
Weston  feels,  is  useful  as  an  analytical  device,  but  is 
limited  as  an  indicator  for  behavioral  strategy. 

Pigou,  in  attempting  to  incorporate  uncertainty  into 
the  more  traditional  economic  analysis  as  the  fourth  factor 

of  production,  maintained  that  profit  was  a  reward  for 

35 

bearing  uncertainty.  However,  Weston  argues  that  bearing 
uncertainty  in  itself  is  not  productive,  but  it  is  the 

q  r 

economic  activity  which  is  productive.  This  argument 
seems  more  reasonable. 

The  Importance  of  viewing  profits  as  the  difference 

between  ex  post  and  ex  ante  gains  has  been  recognized  by 

various  authors.  Keynes  assigned  the  dominant  role  to  ex 

37 

ante  or  anticipated  profits,  since  it  is  these  which 

^Weston,  "Profit  Concept  and  Theory,"  p.  156. 

35 

Pigou,  Economics  of  Welfare,  p.  772. 

^Weston,  "Profit  Concept  and  Theory,"  p.  157. 

37 

John  Maynard  Keynes,  The  General  Theory  of  Employ- 
ment.  Interest  and  Money  ( London:  MacMillan  and  Co.  Ltd., 
1944 j,  p.  135. 
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influence  entrepreneurial  action.  Hicks  also  maintains 
that  ex_  post  calculations  are  of  historical  importance 
only.,  while  anticipated  profits  are  the  incentives  for 

nO 

economic  activity.  Accountants  have  been  content  to 
measure  ex  post  profits  since  they  are  objective. 

Perhaps  the  most  confusing  part  of  the  uncertainty 

theory  of  profits  is  the  difficulty  in  identifying  the 

economic  functionary  who  reacts  to  uncertainty.  Knight 

assigned  this  function  to  the  owners  of  a  firm,  since  they 

had  control  of  the  selection  of  personnel.  Weston,  however, 

avoids  the  problem  by  recognizing  that  profit  may  be  a  com- 

ponent  of  any  income  category  above  expectations.  Thus, 

profit  is  not  a  distinct  distributive  share  correlative 

with  wages,  rents  and  interest,  but  it  is  completely 

nonfunctional.  Other  authors  have  identified  risk  taking 

40 

with  the  entrepreneur  and  consequently  have  seen  the 
owners  as  the  recipients  of  profit. 

If  Weston* s  analysis  is  accepted,  it  becomes  obvious 
why  profit  theory  began  to  lose  its  significance  to  eco¬ 
nomic  theorists.  Profit  was  completely  nonfunctional  and 
nonimputable.  It  was  not  a  distributive  share  and  it  was 
not  a  guide  to  economic  decisions;  rather,  price  theory  in 
general  was  the  guide.  Moreover,  such  a  concept  tended  to 

^Hicks,  Value  and  Capital,  p.  179* 

■^Weston,  "Profit  Concept  and  Theory,"  p.  158. 

^Pigou,  Economics  of  Welfare,  p.  775* 
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make  the  assumption  of  profit  maximization  meaningless 

because  foresight  was  uncertain. ^  The  decision  maker  is 

faced  with  the  task  of  choosing  an  action  "whose  potential 

distribution  is  preferable,  that  is.,  choosing  the  action 

with  optimum  distribution  since  there  is  no  such  thing  as 

..ho 

a  maximizing  distribution."  While  the  uncertainty 
theory  is  not  useful  for  explaining  resource  allocation, 
it  does  explain  an  economic  phenomena  and  it  does  show 
that  economic  decisions  are  based  upon  a  sequential 
decision  making  process . 

Summary 

In  this  section,  economic  theories  of  profit  from 
the  period  1921  to  the  present  date  have  been  discussed. 

A  divergence  in  views  has  been  observed,  primarily  because 
of  the  different  purposes  to  which  profit  theory  has  been 
placed.  Basically,  two  ends  of  a  continuum  have  been  iden- 
tified--the  functional  and  the  nonfunctional  theories. 

The  uncertainty  theory  represents  the  nonfunctional 
extreme,  while  the  entrepreneurial  theory  Is  represen¬ 
tative  of  the  other  end.  The  enterprise  theory  falls  close 
to  the  entrepreneurial  theory  and  the.  monopoly  concept  close 
to  that  of  uncertainty.  Basic  to  this  dichotomy  has  been 
the  attempt  to  identify  the  recipients  of  profits.  The 

A 1 

Armen  A.  Alchian,  Uncertainty  Evolution  and 
Economic  Theory,"  Journal  of  Political  Economy,  LVIII 
( June,, 1950),  p.  211. 

42 

Ibid.,  p.  212. 
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functional  theorists  clearly  identified  the  recipients  of 
profits  as  a  distinct  social  class.,  while  the  advocates 
of  nonfunctional  theories  argued  that  all  forms  of 
income  contain  an  element  of  profit;  consequently  no  one 
class  could  be  identified  as  the  exclusive  recipient  of 
profit . 

In  order  to  examine  this  section  in  its  proper  per¬ 
spective.,  it  is  important  to  note  the  different  objectives 
which  the  various  theories  were  designed  to  fulfill.  The 
monopoly  theorists.,  the  enterprise  school,  and  to  a  certain 
extent,  the  entrepreneurial  advocates,  were  chiefly  con¬ 
cerned  with  the  more  traditional  economic  analysis.  Their 
purpose  was  to  explain  income  distribution  and  resource 
allocation.  On  the  other  hand,  the  uncertainty  theory  was 
more  of  a  neutral  description  of  an  economic  phenomena,  more 
or  less  Isolated  from  the  main  stream  traditional  economic 
analysis.  Any  further  use  of  these  theories  must  be  with 
their  objectives  In;the  forefront. 

Finally,  this  chapter  has  deliberately  attempted  to 
examine  profit  theory  from  the  perspective  of  economists. 

It  was  felt  that  such  a  treatment  would  best  highlight  the 
dichotomy  between  economists  and  accountants.  Too  often, 
accountants  have  taken  economic  ideas  out  of  the  context 
of  the  objectives  which  they  were  designed  to  fulfill, 
and  have  attempted  to  apply  them  to  accounting  problems. 
Moreover,  accountants  have  largely  ignored  the  nature 
and  causes  of  profit,  in  attempting  to  provide 
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operational  rules  and  definitions.  On  the  other  hand., 
economists  have  often  abstracted  from  reality  to  the  extent 
that  pragmatists  have  failed  to  realize  the  usefulness  of 
their  ideas.  Consequently,  the  divergence  in  theory  ha  s 
arisen.  However,  since  the  phenomena  which  both  groups  are 
studying  is  basically  the  same,  a  more  candid  exchange  of 


views  would  be  beneficial. 
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CHAPTER  IV 


ACCOUNTING  CONCEPTS  OF  PROFIT 

We  will  now  turn  our  attention  to  the  various  account¬ 
ing  concepts  of  profit.  The  transition  from  economic  con¬ 
cepts  to  accounting  concepts  is  a  rather  drastic  one. 
Economic  theories  were  abstract.,  often  to  the  point  of 
being  Utopian.,  subjective  in  terms  of  the  valuation  proce¬ 
dures.,  and  unrestricted  in  their  terms  of  reference.  On 
the  other  hand.,  accounting  concepts  are  pragmatic,  objec¬ 
tive,  and  restricted  to  the  fulfillment  of  certain  stated 
objectives.  The  history  of  accounting  theory  is  short 
compared  to  that  of  economics.  Yet,  it  has  been  no  less 
turbulent  and  Interwoven  with  diverse  and  often  opposing 
ideas . 

Unless  fairly  definite  terms  of  reference  are  estab¬ 
lished,  the  student  of  accounting  theories  of  profit  may 
easily  get  lost  in  the  web  of  interwoven  concepts  and 
related  measurement  techniques.  Consequently  ,  we  will  adopt 
the  classification  scheme  devised  by  Hendriksen.1  Two 
broad  approaches  to  income  measurement  were  established: 

^Hendriksen,  Accounting  Theory,  p.  109* 
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(l)  the  capital  maintenance  approach;2  and  (2)  the  trans¬ 
actions  approach.  The  capital  maintenance  concept  was  sub¬ 
divided  into  three  major  categories:  (a)  capitalization; 

(b)  market  values  (either  liquidation  values.,  equity  values 
or  output  values);  and  (c)  input  costs  (based  upon  either 
historical  or  current  costs).  The  transactions  approach 
was  more  all-inclusive  and  included  some  of  the  capital 
maintenance  approaches. 

While  such  a  -  classification  is  not  ideal.,  it  is  one 
of  the  few  available.  It  does  provide  a  reference  point  for 
an  orderly  examination  of  the  literature,  which  may  be  over¬ 
whelming  without  such  an  aid.  At  the  same  time,  for  the 
sake  of  consistency,  we  must  restrict  our  investigation  to 
the  principles  which  guided  the  previous  chapter--What  is 
income  and  to  whom  does  it  accrue? 

This  chapter  will  examine  the  various  accounting 
concepts  of  profit.  It  is  divided  into  three  sections: 

(l)  a  historical  perspective  prior  to  1930;  (2)  the  "offi¬ 
cial"  definitions  of  profit  and  income;  and  (3)  alternative 
concepts  which  have  been  proposed  at  various  times.  In 
terms  of  Hendriksen*s  classification  scheme,  many  of 
the  early  theories  can  best  be  categorized  as  capital 

2 

The  capital  maintenance  approach  to  income  measure¬ 
ment  is  a  term  used  by  Hendriksen  to  denote  the  method  of 
calculating  income  by  comparing  the  net  assets  at  the  end  of 
the  accounting  period  to  those  at  the  beginning,  after  adjust¬ 
ing  for  dividend  payments  and  capital  transactions.  Alter¬ 
natively,  this  procedure  has  been  termed  the  balance  sheet 
method . 
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maintenance  concepts;  the  "official"  definitions  were  pri¬ 
marily  based  upon  the  transactions  approach;  and  most  of 
the  alternative  theories  were  again  concerned  with  the 
various  subcategories  of  capital  maintenance  schemes. 

A  HISTORICAL  PERSPECTIVE 

It  has  often  been  stated  that  accounting  practices 
have  developed  to  fulfill  various  information  requirements 
as  they  developed.  Thus,  the  early  history  of  accountancy 
is  really  a  history  of  changing  business  practices  and  the 
responses  of  bookkeeping  practices  to  these  changes.  How¬ 
ever,  the  calculation  of  profit  has  always  been  basic  to 
the  accounting  function. 

Pre  1900 

In  the  early  mercantile  system,  profits  were  easily 
identified  at  the  end  of  the  venture,  based  upon  the  origi¬ 
nal  costs  and  final  proceeds.  Since  the  ventures  were  of 
a  fairly  definite  length,  the  procedure  was  relatively 
simple.  The  introduction  of  Italian  double  entry  bookkeep¬ 
ing  in  the  fifteenth  century  permitted  the  calculation  of 
net  income  whenever  it  was  required.  Littleton  quotes 

Paciolo  as  describing  profit  as  the  excess  of  credits  over 

q 

debits,  in  a  particular  merchandise  account.  Littleton 

4 

noted  elsewhere  that  for  the  first  time,  a  systematic, 
q 

A.  C.  Littleton,  Accounting  Evolution  to  1900 
(New  York:  Russell  and  Russell,  1986 ) ,  p .  68 . 

^A.  C.  Littleton,  "Variety  in  the  Concept  of  Income," 
The  New  York  Certified  Public  Accountant,  XXII  (July,  1953) * 
p.  421.' 
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continuous  record,  was  available  showing  the  Interaction  of 
capital  and.  profit.  Most  often,  the  early  bookkeeping 
methods  did  not  distinguish  between  personal  and  business 
profit;  hence,  the  profit  could  best  be  termed  personal 
income . 

The  expansion  of  business  activities  beyond  the  single 
venture  stage  and  beyond  the  boundaries  of  individual  pro¬ 
prietorships  to  include  partnerships  and  limited  liability 
companies,  necessitated  several  changes  in  bookkeeping 
practices.  First,  the  realization  principle  was  established 
in  order  to  facilitate  the  calculation  of  net  income  before 
the  end  of  the  venture.  It  grew  primarily  from  a  state¬ 
ment  by  Adam  Smith  that  profits  could  only  arise  if  goods 
"changed  masters."  The  British  court  ruled  in  1870  and 

again  in  1894  that  a  price  level  change  would  not  affect 

5 

profits  available  for  dividends. 

Secondly,  it  became  important  to  distinguish  between 
capital  and  income,  since  the  rights  of  debt  holders  had 
to  be  protected.  Hence,  the  entity  "theory"  developed. 

With  the  development  of  the  entity  "theory",  there  evolved 
a  fundamental  difference  of  opinion  over  the  definition  of 
profit  and  capital.  Under  the  proprietorship  concept, 
capital  was  the  proprietor’s  contribution,  while  liabilities 
were  "negative  assets."^  Profit  was  calculated  by  valuing 

5 Ibid. ,  p.  420. 

^Littleton,  Accounting  Evolution,  p.  192. 
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all  assets  of  the  company  at  the  end  of  the  year  and  deduct 

Ing  from  them  the  sum  of  all  liabilities.  The  surplus,,  if 

7 

any,  was  termed  net  profit.  This  was  the  balance  sheet 
method  of  calculating  profits. 

On  the  other  hand.,  under  the  entity  "theory",  capital 
was  the  sum  total  of  the  property  active  in  the  business 
from  whatever  source.  Profit  was  "the  excess  of  proceeds 
over  the  outlay  advanced  during  the  business  process  .  .  . 
it  is  the  reward  for  managerial  skill  in  advancing  such  out 

Q 

lays."  Commensurate  with  the  two  concepts  of  capital  and 
profit  were  two  concepts  of  depreciation.  Under  the  pro¬ 
prietary  theory,  the  value  of  the  property  was  estimated  at 
the  end  of  the  period,  eliminating  the  need  for  arbitrary 
allocations.  Under  the  entity  "theory",  depreciation 
expense,  when  accounted  for  at  all,  was  the  cost  required 

9 

to  maintain  assets  in  their  original  order. 

Such  were  the  developments  before  1900.  Financial 
accounting  for  outsiders  had  not  yet  developed  beyond  its 
infancy.  Accounts  were  designed  primarily  to  aid  the  owner 
in  making  rational  economic  decisions.  The  major  large 
companies  of  the  time  were  the  railroads  and  it  was  from 
this  source  that  the  primary  requirement  of  the  time-- 

^Ibid. ,  p.  2l6. 

o 

Ibid.,  p.  192.  See  also  p.  197*  This  concept  was 
originally  developed  by  E.  G.  Folsomin  in  1873 . 

^Littleton,  "Variety  in  Concept,"  p.  421. 
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the  separation  of  capital  from  prof it-~developed. 

By  1900,  profit  determination  had  not  become  a  major 
function  of  accountancy.  The  theory  behind  profit  deter¬ 
mination.,  therefore.,  was  mainly  an  academic  exercise;  how¬ 
ever.,  it  did  lay  the  foundation  for  later  practices.  The 
primary  function  of  accounting  centered  around  the  balance 
sheet.,  as  accounting  performed  mainly  a  custodial  function. 

A  survey  conducted  by  William  E.  Ripley  during  the  1920 1 s 
indicated  the  inadequacies  of  income  statement  preparation; 
and  in  many  cases,  he  found  it  completely  lacking.10 
Nevertheless,  by  1930,  many  changes  in  reporting  standards 
were  appearing,  largely  because  of  institutional  changes. 

Irving  Fisher 

Irving  Fisher,  in  1906,  first  published  his  land 
mark  book  entitled  The  Nature  of  Capital  and  Income. 

Although  Fisher  was  an  economist,  and  much  of  his  work  was 
of  primary  interest  to  economists,  he  did  make  a  large  con¬ 
tribution  to  accounting  theory.  His  work  best  fits  into 
the  grey  area  between  accounting  and  economics  that  was 
primarily  concerned  with  national  Income  determination.  The 
scope  of  material  covered  by  Fisher  far  exceeded  the  bounds 
of  traditional  accounting  theory;  however,  much  of  his 
effort  was  devoted  to  justifying  the  logic  behind  accounting 
which  had  been  implicit  to  this  date. 

Basically,  Fisher  defined  income  as  a  flow  through 

10Hendriksen,  Accounting  Theory,  p.  58. 
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a  period  of  time,,  and  capital  as  a  fund  at  an  instant  in 
time.  From  this  idea,  several  subcategories  of  income 
were  distinguished.  Money  income  was  defined  as  money 
receipts  less  the  expenses  incurred  in  obtaining  them;  real 
income  was  defined  as  the  enjoyable  commodities  and  services 
available  (abstract  or  concrete);  social  income  was  the  net 
total  of  all  services  and  disservices;  and  so  on.  Fun¬ 
damentally.,  income  was  the  flow  of  services .  The  definition 
was  a  very  subjective  one,  since  services  were  defined  as 
"any  desirable  events  which  occur  by  means  of  that  wealth 

Ip 

or  any  undesirable  services  prevented."  J 

Income  was  always  associated  with  capital,  according 

to  Fisher,  and  the  owner  of  the  capital  received  the  income. 

Depreciation  was  the  amount  of  income  which  had  to  be  turned 

back  into  capital  In  order  to  maintain  the  capital  intact. 

Yet,  depreciation  was  not  felt  to  be  a  true  deduction  from 

income;  rather  it  could  best  be  described  as  the  difference 

14 

between  real  income  and  earnings. 

In  this  manner,  Fisher  attempted  to  find  a  "philo¬ 
sophical  basis  of  accounting."  There  was  more  than  just  a 
superficial  resemblance  between  his  work  and  that  of  Adam 

11 

Irving  Fisher,  The  Nature  of  Capital  and  Income 
(New  York:  The  MacMillan  Co.,  1923)*  p.  101 . 

12Ibid. ,  pp.  102-116. 

^Ibid. ,  p.  119. 

1  Ibid.,  p.  126.  Earnings  are  defined  as  realized 
income  plus  any  change  in  capital  value  (p.  234). 


/  " 


. 


85 

Smith.  But,  the  orientation  of  both  Adam  Smith  and  Fisher 
had  been  toward  the  individual ,  rather  than  toward  the  busi¬ 
ness  enterprise.  Both  argued  that  by  combining  the  incomes 
of  individuals  within  society,  the  income  for  society  as  a 
whole  could  be  calculated.  However,  it  should  be  questioned 
seriously  whether  or  not  this  is  the  same  phenomena  that 
accountants  should  be  concerned  with  when  measuring  the 
profit  of  a  business  enterprise. 

In  the  final  analysis,  we  are  really  questioning  the 
nature  of  the  business  enterprise  and  its  relationship  with 
its  various  participants.  In  accounting  terminology,  we 
are  questioning  the  true  nature  of  the  entity  concept.  If 
the  enterprise  is  viewed  as  the  primary  mover,  existing 
quite  apart  from  any  interaction  with  personalities,  then 
we  are  dealing  with  a  different  phenomena  than  Fisher. 
Alternatively,  if  the  business  enterprise  is  a  mere  exten¬ 
sion  of  individuals  and  individual  effort,  the  view  of 
Fisher  may  be  accepted  without  serious  question,  for  It  is 
really  only  individual  income  with  which  we  are  concerned. 

Do  individuals  act  through  the  firm,  or  does  the  firm  act 
through  individuals?  At  this  point  it  seems  Important  only 
to  note  the  manner  in  which  Fisher  handled  the  situation, 
and  to  note  the  influence  which  he  had  on  subsequent  theor¬ 
ists  . 

¥.  A.  Pa ton 


Moving  to  a  less  abstract  plane  of  reasoning,  it  is 
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interesting  to  examine  the  writings  of  a  prominent  account¬ 
ing  theorist  of  the  time,  William  Paton.  Generally,  his 
insights  into  the  nature  of  profit  and  income  were  advanced 
for  the  day.  He  carefully  examined  the  various  economic 
concepts  of  profit  and  their  relevance  to  the  accounting 
function. 

Paton  realized  the  importance  of  identifying  the 
underlying  assumptions  regarding  the  recipients  of  income. 
For  purposes  of  external  reporting,  he  concluded  that  busi¬ 
ness  income  was  net  proprietary  income;  that  is,  the  income 

15 

derived  by  the  legal  owners  of  the  business.  Moreover, 
Paton  explicitly  identified  the  various  economic  components 
of  business  income.  However,  he  felt  that  there  was  little 
value  to  be  gained  from  deducting  the  opportunity  and  eco¬ 
nomic  costs  in  order  to  arrive  at  a  pure  profit  figure. 

"In  general,  it  is  the  function  of  the  accountant  to  keep 
the  record  of  the  actua 1  business  affairs  of  a  particular 

business  enterprise,  rather  than  that  of  assumed  or  suppos- 

l6 

ititious  affairs."  Consequently,  Paton  concluded  that 
opportunity  or  economic  costs  should  not  be  deducted  in 
arriving  at  net  profit. 

The  essential  condition  of  income,  then,  was  the 
recognition  that  income  was  a  margin  or  balance,  or  the  dif¬ 
ference  between  revenue  and  expense.  In  the  case  of  a 

!5W.  A.  Paton,  Accounting  (New  York:  The  MacMillan 
Company,  1926),  p.  535* 

l6Ibid.,  p.  5^0. 
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corporation,  business  income  was  felt  to  be  essentially  a 

combination  of  interest  and.  profits.,  in  the  economic  sense.^ 

The  basic  problems  of  accountancy  were  to  determine  which 

expenses  were  to  be  charged  against  revenue.  Noncontractual 

economic  costs  were  not  considered  a  deduction.  Yet, 

Paton  felt  it  important  to  provide  a  periodic  revaluation 

of  assets,  since  "the  expense  of  a  given  period  .  .  .  {[is] 

.  .  .  the  amount  of  structures,  commodities  and  services 

1  8 

consumed  in  producing  the  revenue  of  the  period."  These 
were  subjective  evaluations  arrived  at  by  the  accountant’s 
judgement . 

With  respect  to  revenue  realization,  which  was  the 

other  half  of  the  income  formula,  it  was  felt  that  in  most 

cases,  revenue  should  be  realized  when  title  passed  to  the 

buyer.  In  exceptional  cases,  other  points  of  realization 

19 

were  considered  valid.  Nothing  in  particular  was  men¬ 
tioned  regarding  an  increase  in  asset  values  and  their 
recognition. 

These  thoughts  could  scarcely  be  considered  as  typ¬ 
ical  of  accounting  practice  of  the  day.  It  was  indicated 
earlier  that  income  determination  was  not  considered  to  be 
the  primary  function  of  accounting  practitioners.  But, 

Paton  placed  the  income  statement  on  an  equal  footing  with 


17Ibid., 
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538. 

l8Ibid. , 
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563. 
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the  balance  sheet.  Undoubtedly,  Paton  influenced  the  later 
development  of  accounting  standards. 

J.  B.  Canning 

Canning  was  an  economist  by  profession,  not  an  accoun¬ 
tant.  Like  Fisher.,  he  was  concerned  with  establishing  a 
conceptual  foundation  for  the  academic  study  of  accountancy. 
Unlike  Fisher.,  he  was  concerned  with  the  whole  of  account¬ 
ing  theory,  not  only  with  income  and  capital.  Again,  it 
is  difficult  to  measure  the  influence  that  Canning  had  on 
subsequent  theory;  however,  it  is  no  mere  assumption  that 
it  was  extensive. 

Canning  was  keenly  aware  of  both  the  "ideal"  measures 
of  income  and  the  problems  involved  in  measuring  the  ideal.. 
The  ideal  measure  of  income  was  defined  as  "the  final 
fruition  in  money,  both  of  the  enterprise  assets  and  of 
those  other  services  not  listed  as  assets,  that  prove, 

20 

nevertheless,  to  have  the  economic  attributes  of  assets." 
This  definition  is  distinct  from  the  more  "psychic"  defini¬ 
tion  of  income  by  Fisher,  in  that  the  final  outcome  must 
be  measured  in  money.  Nevertheless,  the  real  problem  of 
income  determination,  for  accountants,  was  determining 
the  income  for  various  periods  before  the  final  winding 
up  of  the  business  or  the  "final  fruition." 

Income,  measured  within  a  particular  period,  was 
thought  to  be  composed  of  two  general  categories: 

John  B.  Canning,  The  Economics  of  Accountancy  (New 
York:  The  Ronald  Press  Compa ny,  1929 )>  p.  95* 


'G 


■ 

1 

/ 


f 


jr 


(l)  gross  operating  income;  and  (2)  gross  financial  income 
The  first  category  was  easily  recognized  as  resulting  from 
the  normal  operations  of  the  enterprise.  The  second  arose 
from  all  loans  of  money  and  extension  of  credit.,  and 
included  what  was  more  commonly  called  capital  gains  and 
losses  on  fixed  assets.  These  categories  represented  the 
gross  revenue  (gross  income)  of  the  period.,  and  the  main 
measurement  difficulty  revolved  around  the  point  of  recog¬ 
nition  in  the  accounts.  This  problem  would  not  have  been 
serious  if  the  accountant’s  function  was  to  measure  his¬ 
torical  income  only.  However,  the  indices  of  measurement 

were  thought  to  be  good  or  bad,  to  the  degree  that  they 

22 

enabled  future  income  to  be  predicted  accurately.  No 

generalized  rule  for  revenue  recognition  was  given  as 

Canning  intended  to  emphasize  the  nature  of  income  and  not 

the  measure  of  gross  income. 

It  is  with  net  income  and  not  with  gross  income  that 

investors  are  primarily  concerned.  Canning  viewed  the 

deductions  from  net  income  as  unfavourable  events  to  the 

22 

holders  of  the  assets  of  the  business.  Based  upon  his 
observations  of  accounting  practices,  he  found  no  consis¬ 
tent  classification  of  the  "undesirable  events."  Nor 
did  he  propose  one.  Depreciation  was  correctly  identified 


21 
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not  as  an  expense.,  but  as  a  parcelling  out  of  the  primary 
expense  over  a  period  of  years.  While  the  ideal  measure  of 
income,  according  to  Canning.,  would  have  included  asset 
revaluations,  they  were  thought  to  be  impractical  since 

pii 

they  involved  subjective  evaluation. 

Summa  ry 

This  section  has  identified  some  of  the  conceptual 
foundations  of  modern  accounting  practices.  Notably., 
accountants  are  concerned  today  with  many  of  the  problems 
considered  by  the  early  theorists.  Certainly.,  the  problem 
of  asset  evaluations  and  price  level  changes  are  the  best 
examples.  Beyond  their  historical  interest,  many  of  these 
ideas  were  subsequently  to  form  the  basis  for  the  prin¬ 
ciples  of  accounting.  The  realization  concept  was  firmly 
embedded  in  accounting  theory  and  practice.  Money  was 
clearly  the  unit  of  measure.  The  enterprise  was  being 
viewed  as  having  an  indefinite  existence. 

One  of  the  most  important  transitions  noted  was  from 
the  proprietary  concept  to  the  entity  concept.  It  Is  pre¬ 
cisely  here  that  difficulty  was  encountered.  While  the 
accountant  now  recognized  that  the  business  entity  existed 
as  something  quite  apart  from  the  owners,  his  perspective 
remained  one  of  measuring  the  Increase  in  personal  equity 
within  the  business.  It  was  pointed  out  that  the  subtle 
distinction  between  measuring  profit  from  the  proprietary 
point  of  view  as  opposed  to  measuring  profit  from  the 

24 
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corporate  perspective,  may  be  one  of  the  fundamental  differ¬ 
ences  between  accountants  and  economists. 

Nevertheless,  we  will  now  turn  our  attention  to  mod¬ 
ern  accounting  practice.  The  reader  will  be  interested  in 
noting  the  influence  of  the  various  early  theorists  on 
subsequent  practices. 

OFFICIAL  ACCOUNTING  DEFINITIONS 
The  early  1930’s  saw  many  Institutional  changes 
which  resulted  in  changes  to  accounting  practice.  In  1930 
a  committee  was  appointed  by  the  American  Institute  of 
Accountants  (in  1959  the  name  was  changed  to  the  American 
Institute  of  Certified  Public  Accountants,  hereafter 
called  the  AICPA)  to  cooperate  with  the  New  York  Stock 
Exchange  In  the  development  of  accounting  practices.  It 
must  be  emphasized  that  the  objective  was  to  change 
accounting  practices  and  not  accounting  theory.  Consequently, 
the  changes  drew  heavily  on  previous  theory  development. 

Two  "official"  professional  organizations  grew  from 
these  earlier  developments.  The  AICPA  drew  its  membership 
from  accounting  practitioners  and  was  largely  responsible 
for  the  early  changes  in  practice.  The  American  Accounting 
Association  (hereafter  called  the  AAA),  a  group  of  teachers, 
began  issuing  statements  on  accounting  theory  in  1936  and 
has  since  developed  into  the  principal  sounding  board  for 
new  ideas  in  accounting  theory.  The  objectives  of  both 
associations  were  the  same  as  they  were  primarily  concerned 
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with  improving  financial  accounting  practices.  However., 
important  differences  in  opinion  arose.  This  section  will 
examine  the  concepts  of  profit  which  have  been  developed 
by  these  societies.  First,  the  underlying  postulates  will 
be  examined. 


The  Postulates  of  Accounting  Profit 

To  understand  the  accountants'  concept  of  profit,  it 
is  first  necessary  to  examine  the  postulates  of  accounting 
practice,  as  they  relate  to  profit  measurement.  The  pos¬ 
tulates  remained  somewhat  implicit  until  1961,  when  the 

2b 

AICPA  published  Research  Study  Number  One.  While  a 
comprehensive  discussion  of  all  the  principles  and  post¬ 
dates  would  be  beyond  the  scope  of  this  paper,  those  relat¬ 
ing  to  profit  measurement  must  be  examined. 

1.  The  accounting  unit  is  the  business  enterprise,  which 
must  be  clearly  identified  in  the  financial  report. 

2.  The  entity  is  viewed  as  remaining  in  existence  indef¬ 
initely,  and  evaluations  are  made  on  this  basis. 

3.  Enterprise  activities  may  be  measured  in  terms  of  money. 

4.  Variations  in  the  value  of  money,  within  certain  ranges, 
can  be  ignored. 

5.  The  life  of  an  enterprise  can  be  divided  into  periods, 
and  meaningful  reports  prepared  for  these  periods. 

6.  A  change  in  the  value  of  an  asset  or  liability  or  the 
emergence  of  income  or  expense  must  be  definite  and 
objective  before  it  is  entered^in  the  accounts..  This 
is  the  realization  principle.  ° 


^Maurice  Moonitz,  "The  Basic  Postulates  of  Accounting," 
Accounting  Research  Study  No.  1  (New  York:  American 
Institute  of  Certified  Public  Accountants,  1961) . 

26 

In  an  excellent  article  by  Riverin  on  the  accounting 
measure  of  profit,  only  three  postulates  were  considered 
important  for  the  measurement  of  income--monetary,  realiza¬ 
tion,  and  the  continuity  postulates.  See  A.  Riverin,  "Account¬ 
ing  Profit:  Myth  or  Reality?"  Cost  and  Management  (October, 
1961),  pp.  415-424. 
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Stated  in  this  manner.,  most  of  the  postulates  are  more 
or  less  self  explanatory.  In  their  entirety.,  they  form  a 
set  of  basic  assumptions  about  the  environment  in  which 
accounting  must  operate.  As  they  are  stated  above,  they 
represent  a  general  outline  on  which  accounting  profit  mea¬ 
surement  is  based.  Since  they  do  form  only  a  broad  outline, 
there  is  room  for  much  divergence  in  actual  practice.  The 
subsequent  discussions  of  profit  theory  and  practice  can 
be  generally  viewed  as  being  based  upon  these  postulates; 
the  divergence  in  interpretation  will  become  obvious. 

The  American  Institute  of  Certified  Public  Accountants 

The  early  history  of  bookkeeping  saw  the  introduction 

of  double  entry  methods.  It  was  here  that  the  transition 

from  the  balance  sheet  method  of  income  calculation  (pure 

capital  maintenance  concepts)  was  largely  displaced  by  the 

income  statement  approach  (transactions  method).  Yet,  It 

was  seen  that  even  in  the  1920Is,  income  statements  were 

27 

not  commonly  included  in  corporate  annual  reports.  It 
is  not  surprising  therefore  to  find  upon  the  introduction 
to  accounting  of  stricter  rules  and  regulations  by  the 
AICPA,  that  the  transactions  method  should  be  adopted  as 
the  primary  method  of  calculating  income.  However,  account¬ 
ing  theorists  have  long  recognized  that  income  is  composed 
of  capital  gains  and  losses  as  well  as  pure  profit  on 
transactions.  Hence,  one  of  the  prime  difficulties  for 


^ ' Hendriksen,  Accounting  Theory,  p.  58. 
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accounting  theorists  has  been  to  establish  a  reasonable 
balance  between  two  components  of  profit.  Basically*  the 
problems  involved  with  the  capital  gains  aspect  of  income 
have  centered  around  the  difficulties  involved  in  measure¬ 
ment  . 

What  is  the  philosophy  behind  the  transactions 

approach  to  profit  measurement?  Profit  is  the  result  of 

the  interaction  of  two  forces:  (l)  the  acceptance*  by 

customers*  of  the  service  output  of  the  firm  for  money;  and 

(2)  the  preparation  of  the  service  output*  at  a  cost*  by 
28 

the  firm.  Like  a  pair  of  scissors*  revenues  and  costs 
interact  to  form  profits.  Double  entry  accounting  is  an 
attempt  to  associate  related  costs  and  revenues.  This  much 
simplified  view  of  the  accounting  process  outlines  the 
rationale  behind  double  entry  bookkeeping  while  ignoring 
many  of  the  associated  problems  such  as  timing  of  the 
recording  of  transactions  and  the  problems  of  associating 
revenues  and  cost. 

Nevertheless*  it  was  the  basic  philosophy  upon 
which  the  AICPA  recommendations  were  based.  Their  recom¬ 
mendations  were  largely  expressed  in  a  series  of  research 
and  terminology  bulletins  beginning  in  1938. Revenue 

r)  O 

°Littleton*  "Variety  in  the  Concept  of  Income*"  p.  420. 

^American  Institute  of  Certified  Public  Accountants* 
Accounting  Research  and  Terminology  Bulletins*  Final  Edi¬ 

tion  (New  York:  American  Institute  of  Certified  Public 
Accountants*  1961) . 
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income,  profit,  and  earnings  were  terms  used  to  describe  an 
increase  in  owners*  equity,  resulting  from  the  operation  of 
the  enterprise.  Income  and  profit  were  described  as  closely 
related  terms  and  "involve  net  or  partially  net  .... 
amounts  resulting  from  the  deduction  from  revenues,  or  from 
operating  revenue,  of  cost  of  goods  sold,  other  expenses 
and  losses,  or  some  of  them."  The  committee  preferred 
the  term  "income"  to  the  term  "profit",  while  recognizing 
that  they  were  often  used  interchangeably.  The  term 
"income"  was  preceded  by  the  appropriate  modifying  adjec¬ 
tives  . 

The  term  "transaction"  implies  that  revenues  and 

expenses  are  recorded  when  a  trade  takes  place.  It  may  be 

limited  to  include  only  those  trades  which  result  from  the 

current  normal  operations  of  the  business,  or  it  may  be 

expanded  to  include  all  transactions  which  result  in  a 

31 

change  in  owners*  equity.  These  alternative  procedures 
for  measuring  income  are  termed  the  current  operating 
concept  and  the  all-inclusive  concept. 

A  research  committee  of  the  AICPA  considered  the 
alternatives,  and  concluded: 

It  is  the  opinion  of  this  committee  that  there  should 

3°Ibid.,  p.  33- 

31 

Decreases  in  asset  values  would  be  recorded  as 
"income"  of  the  period  in  which  they  are  recognized;  how¬ 
ever,  increases  in  asset  values  are  not  generally  recog¬ 
nized  because  of  the  conservative  convention. 
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be  a  general  presumption  that  all  items  of  profit  and 
loss  recognized  during  the  period  are  to  be  used  in 
determining  the  figure  reported  as  net  income.  The 
only  possible  exception  to  this  presumption  relates  to 
items  which  in  the  aggregate  are  material  in  relation 
to  the  companies1  net  income  and  are  clearly  not  iden¬ 
tified  with  or  do  not  result  from  the  usual  typical 
business  operation. 

There  seems  to  be  a  bias  toward  the  current  operating  con¬ 
cept  of  income.  Only  income  which  results  from  normal 
and  from  current  operations  is  to  be  recorded.  The  concept 
is  intended  to  facilitate  the  evaluation  by  financial  state¬ 
ment  users  of  management’s  ability  to  utilize  resources 
effectively. 

However,  in  a  later  research  bulletin  issued  by  the 

AICPA,  profit  was  defined  as  "the  increase  in  owners’ 

equity,  assuming  no  changes  in  the  amount  of  invested 

capital  during  the  period  from  price  level  changes  or  from 

additional  investment  and  no  distributions  of  any  sort  to 
„l4 

the  owners.  J  In  order  to  aid  decision  making,  however, 
it  was  felt  by  Moonitz  and  Sprouse,  that  additional  infor¬ 
mation  about  the  components  of  profits  is  required.  In 
this  statement,  there  seems  to  be  a  change  in  attitude 
from  the  older  stand  that  only  the  net  operating  component 


^2Ibid . ,  p.  63. 

11 

Accounting  research  bulletins  are  not  pronounce¬ 
ments  to  practitioners  but  receive  their  authority  only  upon 
their  general  acceptance  by  the  profession. 

14  ,, 

Robert  T.  Sprouse,  and  Maurice  Moonitz,  A  Tentative 

Set  of  Broad  Accounting  Principles  for  Business  Enterprise," 
Accounting  Research  Study  No.  3  (New  York:  American  Insti¬ 
tute  of  Certified  Public  Accountants,  1962).  p.  45. 
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of  profit  should  be  recorded. 

The  American  Accounting  Association 

While  the  AAA  is  not  an  official  body  in  the  sense 
that  it  can  prescribe  accounting  practice.,  it  is  neverthe¬ 
less  an  influential  one  in  the  development  of  basic  account¬ 
ing  principles.  The  1957  statement  of  the  AAA  defined 
income  as  "the  change  in  its  the  enterprises1  net  assets 
arising  out  of  (a)  the  excess  or  deficiency  of  revenue 
compared  with  the  related  expired  cost  and  (b)  other  gains 
and  losses  to  the  enterprise  from  sales,  exchanges,  or 
other  conversions  of  assets."^  A  distinction  between  this 
and  net  income  to  shareholders  was  drawn.  The  residual, 
belonging  to  stockholders,  which  remained  after  all  deduc¬ 
tions  were  made  was  defined  as  the  net  income  to  shareholders. 

Two  interesting  differences  have  arisen.  First, 
enterprise  income  (enterprise  concept)  is  a  distinctly  dif¬ 
ferent  concept  from  shareholders’  income  (proprietorship 
concept).  The  first  is  valuable  for  evaluating  the  effi¬ 
ciency  of  the  organization,  while  the  second  provides  infor¬ 
mation  to  stockholders  on  the  degree  to  which  their  goals 
are  being  accomplished.  It  will  be  recalled  that  the 
subtle  distinction  between  the  two  concepts  was  noted 
earlier.  As  the  statement  noted,  the  shareholders’  residue 
will  normally  be  smaller  than  the  enterprises’  income. 

^American  Accounting  Association,  "Accounting  and 
Reporting  Standards  for  Corporate  Financial  Statement  Users,' 
1957  Review,"  The  Accounting  Review,  XXXII  (October,  1957 ) ^ 
p.  5^0/ 
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Secondly.,  this  earlier  statement  by  the  AAA  favored 
the  all-inclusive  concept  of  income,  and  highlights  a  fun¬ 
damental  difference  between  the  AAA  and  the  AICPA.  The 
AAA!s  concept  can  best  be  described  as  all-inclusive 
income,  while  the  AICPA' s  was  described  as  a  current  oper¬ 
ating  concept.  The  differences  between  the  two  concepts 
may  be  traced  to  the  assumed  reasons  for  reporting  net 
income.  The  current  operating  concept  emphasized  the 
efficiency  of  the  firm  in  its  day-to-day  operations  and 
supposedly  served  as  a  better  predictor  of  future  income. 

On  the  other  hand,  proponents  of  the  all-inclusive  con¬ 
cept  have  argued  that  since  the  operations  of  the  firm 
normally  extend  over  a  period  of  years,  and  since  trans¬ 
actions  are  not  at  uniform  stages  of  completion  at  the  end 
of  the  period,  net  income  is  at  best  a  tentative  valuation. 
Therefore,  the  best  the  accountant  can  hope  to  do  is  calcu¬ 
late  the  total  change  in  proprietorship,  leaving  It  to  the 

36 

user  to  make  his  own  inferences. 

Summary 

The  official  and  "unofficial"  definitions  of  profit 
by  the  AICPA  and  the  AAA  have  been  examined  in  this  section. 
Two  Important  differences  in  orientation  were  discussed. 
However,  this  section  must  be  placed  in  its  proper  perspec¬ 
tive.  In  terms  of  accounting  practice  the  AICPA  was  by  far 

■^For  a  more  extensive  comparison  see  Hendriksen, 
Accounting  Theory,  pp.  113-115* 
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the  most  influential  body.  The  AAA,  on  the  other  hand,  has 
been  primarily  concerned  with  the  development  of  accounting 
theory .  Moreover,  in  providing  a  brief  description  of  the 
income  concepts  held  by  the  official  bodies,  one  may  con¬ 
clude  that  one  clear-cut  concept  is  accepted  by  all  practi¬ 
tioners.  Such  is  not  the  case.  "Generally  accepted 
accounting  practices"  permit  wide  inconsistencies  in  report¬ 
ing  to  shareholders.  Also,  the  accounting  literature 
abounds  with  alternative  concepts. 

ALTERNATIVE  ACCOUNTING  DEFINITIONS 

The  discussion  of  "official"  definitions  of  profit 
in  the  previous  section  provided  a  much  simplified  view  of 
profit  theory  in  the  post -depression  era.  Certainly,  the 
literature  was  abundant  with  alternative  concepts,  with 
refinements  on  the  basic  concept,  and  with  different  means 
of  measuring  business  success.  Clearly,  the  official 
bodies  concentrated  on  the  transactions  approach  to  measur¬ 
ing  profit,  yet,  the  capital  maintenance  concepts  were 
definitely  an  integral  part  of  the  complete  procedure.  It 
was  the  specific  capital  maintenance  concept  to  be  adopted 
and  its  manner  of  implementation  which  preoccupied  most  of 
the  subsequent  discussion.  It  was  the  problem  of  price 
level  f luctuations--both  specific  and  general--which  pre¬ 
cipitated  much  of  the  controversy  surrounding  the  capital 
maintenance  concepts  of  income. 

To  say  that  the  price  level  problems  precipitated 
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most  of  the  difficulty  in  defining  accounting  profit  is 
again  an  oversimplification.  The  choice  of  a  definite  and 
concise  definition  of  profit  would  have  eliminated  the  con¬ 
troversy  in  the  first  place.  But  the  choice  of  an  income 
concept,  it  has  been  seen,  has  been  complicated  by  the 
uncertainty  surrounding  the  entity  concept,  by  the  necessity 
of  the  realization  principle,  and  by  the  problems  involved 
in  asset  valuation.  All  of  these  issues  are  an  integral 
part  of  the  accounting  concepts  of  profit.  A  solution  to 
one  of  them  would  contribute  much  to  the  solution  of  all 
of  them.  This  section  will  discuss  briefly  the  various 
issues  involved,  following  the  general  outline  proposed 
earlier. 

Capitalization 

The  capitalization  concept  of  profit  represents  a 
firmly  established  common  ground  between  economists  and 
accountants.  Ironically,  it  also  epitomized  many  of  the 
differences  between  the  professions.  Ideally,  the  capital 
of  the  firm  could  be  defined  as  the  present  value  of 
future  expected  cash  flow.  Income  would  be  equal  to  the 

37 

expected  interest  rate  multiplied  by  the  capitalized  value. 

Sweeney  was  probably  the  first  author  to  seriously 
discuss  the  capitalization  concept  from  the  accounting 
perspective . ^  The  "capital  gains"  part  of  income  was 

Hendriks en,  Accounting  Theory,  p.  105- 

^Henry  W.  Sweeney,  "Income,"  The  Accounting  Review, 
VIII  (December,  1933 )>  PP*  323-355. 
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defined  as  consisting  of: 

gross  fixed  asset  Increases  (or  decreases),  realized 
or  unrealized,  that  do  not  directly  and  necessarily 
result  from  the  continued  use  of  that  capital  in  a 
fixed  asset  capacity;  less  (or  plus)  whatever  capital 
current  or  fixed,  may  have  been  expended,  whether  by 
disbursement  or  consumption  or  depreciation,  in 
connection  therewith. 39 

Sweeney  definitely  felt  that  an  increase  in  capital  value 
should  be  recorded  as  income,  although  he  did  feel  that 
it  should  be  set  apart  from  reoccuring  income.  The  value 
of  an  asset  was  defined  as  "the  present  value  of  the  income 
that  the  asset  is  estimated  to  bring  in."90  Consequently, 
if  there  was  an  increase  in  the  expected  benefits  flowing 
from  an  asset,  its  capital  value  would  increase,  and  this 
increase  would  be  recorded  as  income  for  the  period. 

Finally,  Sweeney  felt  that  accountants  should  dis¬ 
tinguish  between  realized  and  unrealized  profit.  He  argued 
that  two  income  statements  should  be  included  in  annual 
reports,  one  showing  realized  income,  and  the  other  showing 
unrealized  gains. 

Sweeney’s  rationalization  of  business  profit  closely 
approached  the  "pure  economic  concept  of  profit."  But  his 
procedure  failed  to  account  for  the  uncertainty  involved  in 
forecasting  cash  flows.  Alexander  proposed  an  alternative 
concept,  which  was  based  upon  the  capitalization  approach, 

39Ibid. ,  p.  324. 
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Ibid.,  p.  327* 


f 


) 


- 


*  •* 


' 


. 


4 


102 


jin 

but  emphasized,  the  uncertainty  of  future  cash  flows. 
Essentially,  he  dealt  with  the  problems  of  uncertainty  and 
the  measurement  of  business  income  as  a  measure  of  manage¬ 
rial  effectiveness. 

Alexander  termed  his  concept  "variable  income", 

which  was  defined  as  "equal  to  the  expected  income  of  the 

period,  plus  or  minus  the  amount  by  which  the  actual  receipts 

lip 

exceed  the  expected  receipts."  Two  other  classifications 
of  income  were  given:  pure  economic  income  and  mixed  eco¬ 
nomic  income.  Pure  economic  income  was  defined  as  "the 
difference  between  the  year  end  value  of  net  worth  and  the 
year  beginning  net  worth,  both  valued  at  knowledge  and 
beliefs  current  at  year's  end.  Mixed  economic  income  was 

defined  as  the  change  in  the  corporation's  equity  over  the 
44 

year . 


The  value  of  an  asset  was  found  by  capitalizing  its 
expected  net  receipts  at  the  going  interest  rate.  Should 
the  asset  increase  in  value  due  to  an  increase  in  the  flow 


Sidney  S.  Alexander,  "Income  Measurement  in  a 
Dynamic  Economy,"  Monograph  No.  1,  Five  Monographs  on  Busi- 
ness  Income  (New  York:  American  Institute  of  Accountants, 
1950),  pp.  1-95. 


Ibid . ,  p.  65.  The  reader  will  notice  the  resemblance 
between  this  concept  and  the  uncertainty  theory  of  profit. 
Since  Alexander  Is  an  economist  by  profession,  the  relation¬ 
ship  is  not  surprising. 

^Ibid. ,  p.  20. 
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Ibid.,  p.  19. 
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of  net  receipts  from  it,  or  due  to  a  change  in  the  discount 
rate^  the  increase  would  not  be  considered  income,  but 

hjr 

unexpected  gain."  Thus,  "variable  income"  measured 
only  reoccuring  gains  resulting  from  the  day-to-day  opera¬ 
tions  of  the  company  and  excluded  unexpected  gains.  As 
such,  it  was  felt  to  be  useful  for  measuring  the  effect¬ 
iveness  of  management.  Given  the  rate  of  interest  and  the 
equity  value  at  the  beginning  of  the  year,  mixed  economic 
income  could  be  broken  down  into  pure  economic  income  and 
unexpected  gain. 

In  accounting  practice,  the  assumption  was  made  that 
if  the  value  of  the  assets  was  maintained,  the  earning 
power  would  be  maintained.  Under  this  assumption,  the 
income  of  the  period  was  equal  to  the  "value  of  the  tangible 
equity  at  the  end  of  the  period,  minus  its  value  at  the 
beginning  of  the  period. By  the  same  reasoning,  tan¬ 
gible  income,  as  measured  by  accountants,  equalled  variable 
income,  as  defined  by  Alexander,  If  asset  values  were  main¬ 
tained.  Since  the  variable  income  concept  necessitated 
subjective  evaluations  of  uncertain  future  events,  the 
assumption  (that  "true"  asset  values  could  be  maintained 
by  means  of  rule-of-thumb  depreciation  calculations)  made 
by  accountants  was  an  attempt  to  introduce  objectivity. 

This  arbitrary  allocation  of  depreciation  over  the  useful 


^5Ibid., 
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life  of  the  asset  introduced  objectivity  to  valuation  pro¬ 
cedures  while  at  the  same  time  limiting  the  usefulness  of 
the  concept  to  the  extent  that  the  resulting  figures  rep¬ 
resented  the  true  asset  values. 

While  Alexander's  work  represented  an  advance  in 
accounting  theories  of  profit,  it  did  have  many  weaknesses. 
His  reasoning  centered  mainly  around  the  proprietary  con¬ 
cept.  His  terminology  was  often  confusing,  since  his 
"uncertainty  theory"  departed  somewhat  from  the  usual  eco¬ 
nomic  concept  of  uncertainty.  Moreover,  he  was  primarily 
concerned  with  short  run  gains. 

The  dilemma  between  objectivity  and  usefulness  of 
information  was  made  quite  explicit  by  Alexander.  Edwards 
and  Bell,  while  recognizing  the  dilemma,  maintained  that 
it  was  capable  of  being  resolved.  Subjective  profit  was 
defined  as  the  amount  that  the  firm  could  distribute  as 

dividends  while  improving  its  subjective  value  (capitalized 
\  47 

asset  value).  This  is  roughly  equivalent  to  Alexander's 
"pure  economic  income".  Carrying  the  argument  a  step  fur¬ 
ther,  they  defined  expected  realizable  profit  as  the  amount 

that  the  firm  could  pay  out  in  dividends,  at  the  end  of  the 

4, 

period,  without  impairing  the  market  values  of  its  assets. 
If  market  values  were  available,  this  was  an  objective 

47 

Edgar  0.  Edwards,  and  Philip  W.  Bell,  The  Theory 
and  Measurement  of  Business  Income  (Berkeley:  University 
of  California  Press,  1961),  P* 
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measure .  Moreover,  it  provided  an  excellent  means  of 
capital  maintenance,  if  expressed  in  real  dollars. 

The  difference  between  subjective  profit  and  realiz¬ 
able  profit  was  described  as  subjective  goodwill,  which 

was  the  excess  of  subjective  expectations  over  the  market 
_  49 

value  of  the  firm.  Profit  maximization  could  best  be 
described  as  an  attempt,  by  the  firm,  to  maximize  subjective 
goodwill,  since  it  enlarged  the  possibility  of  greater 
market  values  in  the  future.  Therefore,  it  was  the  expected 
increase  in  subjective  goodwill  which  guided  economic 
decisions;  however,  realizable  profit  was  thought  to  be  use¬ 
ful  for  eva luating  business  decisions. 

Nonetheless,  in  order  to  evaluate  managerial  effect¬ 
iveness,  information  about  deviations  from  expectations 
had  to  be  provided.  In  other  words,  operating  profits  had 
to  be  separated  from  holding  gains.  Profits  arising  from 
holding  gains  were  calculated  by  subtracting  the  opportunity 
cost  (exit  values)  at  the  beginning  of  the  period  from  the 
opportunity  costs  at  the  end  of  the  interval.  Business 

profit,  or  operating  profit,  was  calculated  by  matching 

50 

current  exit  values  with  current  entry  costs.  The  two 
concepts  provided  a  measure  of  managerial  success  in  (l)  the 
daily  operations  of  the  company  and  (2)  extraordinary 

^9Ibid.,  p.  48.  This  may  be  further  resolved  into  an 
unexpected  change  in  profit  which  results  from  windfall 
changes . 

50 
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transactions.  Taken  collectively,  they  provided  an  excel¬ 
lent  measure  of  the  success  of  economic  decisions. 

Edwards  and  Bell's  concept  of  income  has  clearly 
transcended  the  traditional  bounds  of  accounting  theory. 
Furthermore,  it  has  exceeded  the  original  concept  of  cap¬ 
italization  as  outlined  by  Sweeney.,  since  an  attempt  was 
made  to  account  for  changing  price  levels  by  expressing 
values  in  current  costs.  They  were  not  without  opponents. 
Most  felt  that  their  procedure  was  too  sub jective . ^  How¬ 
ever,,  with  modifications ,  we  must  conclude  that  their  ideas 
represent  a  basic  ideal  which  future  measures  of  income 
must  strive  to  achieve. 

Market  Values 

Edwards  and  Bell  used  market  values  to  establish  cur¬ 
rent  costs,  in  an  attempt  to  obtain  an  objective  measure  of 
asset  values.  Market  values  equal  capitalized  value  less 
the  costs  involved  for  sale  and  transfer,  to  the  extent 
that  the  market  correctly  evaluates  expectations,  and  uses 
the  same  discount  rates.  Under  the  market  value  concept 
of  profit,  the  market  value  of  net  assets  at  the  end  of  the 
period  is  compared  to  the  net  asset  value  at  the  beginning 
of  the  period;  the  difference  is  profit  or  loss. 

The  advocates  of  the  market  value  method  of  determin¬ 
ing  net  income  have  differed  widely  on  several  issues.  For 

^1For  example,  see  R.  J.  Chambers,  "Edwards  and  Bell 
on  Business  Income,"  The  Accounting  Review,  XXXX  (October, 
1965),  PP.  731-740. 
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example,  Philips  has  argued  that  income  is  "an  increase  in 


economic  power  which  can  be  measured  with  reasonable  objec- 
tivity."  An  increase  in  "economic  power"  is  realized 
when  an  objectively  measured  market  value  (output  values) 
can  be  determined.  Changes  in  the  value  of  money  were 
ignored,  since  such  market  valuations  greatly  reduced  the 
problem  of  general  price  level  changes.  Furthermore,  his 
accretion  concept  of  income  was  an  all-inclusive  one  which 
drew  no  distinction  between  operating  and  windfall  gains. ^ 
At  the  other  extreme.  Chambers  has  advocated  the  use 
of  market  values  in  determining  net  income,  but,  he  felt 
that  general  price  level  changes  should  be  taken  into 
account,  although  not  included  as  income.  Moreover,  the 
separation  of  windfall  gains  from  operating  gains  was 
thought  to  be  useful  for  evaluating  managerial  success. 

Many  difficulties  are  involved  in  market  evaluation 
procedures.  Some  assets  are  not  traded  in  the  market; 
consequently,  as  in  the  case  of  long  term  assets  especially 
values  may  be  difficult  to  obtain.  Furthermore,  fixed 
assets  in  a  particular  combination  may  have  a  unique 
value  to  the  firm  which  would  exceed  their  individual 
values.  Unique  assets  which  are  intended  for  a  particular 

52 

G.  Edward  Philips,  The  Accretion  Concept  of  Income 
The  Accounting  Review,  XXXVIII  (January,  1963),  p.  14. 

~^Ibid . ,  p.  19* 
qii 

R.  J.  Chambers,  Accounting  Evaluation  and  Economic 
Behavior  (Englewood  Cliffs,  New  Jersey:  Prentice-Hall  Inc. 
1966 )3  p.  119* 
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purpose  In  one  firm  may  be  of  much  less  value  to  others, 
for  different  purposes.  The  realization  problem  Is  omni¬ 
present.  The  question  of  whose  Income  Is  being  calculated 
was  largely  unanswered,  except  for  Chambers,  who  favoured 
the  proprietary  concept.  More  basically,  for  those  who 
opposed  this  concept,  the  trade  off  between  objectivity 
and  usefulness  does  not  seem  to  warrant  its  acceptance. 

Input  Values 

The  use  of  market  output  values  represented  an 
attempt  to  introduce  objectivity  to  the  subjective  "ideal" 
measurement  of  income-capitalization.  The  use  of  input 
values  represents  a  further  departure  from  the  ideal.  On 
the  other  hand,  measurements  achieved  the  ultimate  in 
objectivity,  since  assets  were  valued  as  a  result  of  artfi!s 
length  transactions.  Normal  accounting  practices  use  this 
method  with  an  adjustment  being  made  for  depreciation. 
Original  dollar  units  are  maintained  by  allocating  the 
expense  of  the  asset  over  its  useful  life,  short  term 
assets  are  generally  valued  at  their  acquisition  costs, 
while  Inventory  is  valued  by  LIFO  or  FIFO  methods. 

Essentially,  the  historical  cost  method  of  calculat¬ 
ing  income  arose  out  of  the  early  proprietary  and  venture 
theories.  Each  purchase  of  an  asset  was  regarded  as  a 
separate  venture,  the  replacement  of  that  asset  being 
another  venture.  Income  accrued  to  the  proprietors  of  the 

55 
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business.  Although  it  was  generally  considered  to  be  finan¬ 
cial  income,  that  is ,  only  an  increase  in  financial  capital 
was  recorded  as  income,  it  has  more  recently  been  thought 
of  as  being  composed  of  two  parts:  (l)  pure  sales  profit, 
and  (2)  price  gains --be cause  historical  costs  are  matched 

g  6 

with  current  selling  prices.  Consequently,  it  is  ana 
all-inclusive  concept  of  income. 

In  an  attempt  to  isolate  the  price  gains  from  the 
pure  sales  profit,  several  "adjusted  historical  cost"  con¬ 
cepts  of  income  have  arisen.  Methods  for  adjusting  histor¬ 
ical  costs  to  current  costs  range  from  the  very  general 
gross  national  product  price  deflator  to  the  very  specific 
market  buying  prices  for  particular  assets.  The  choice  of 
price  level  adjustment  to  be  used  depends  primarily  upon 
the  answers  to  the  questions  which  have  been  identified  in 
this  chapter.  At  what  point  should  realization  take  place? 
What  is  the  proper  degree  of  objectivity?  Which  is  most 
relevant,  the  proprietary  or  the  entity  theory?  In  provid¬ 
ing  answers  to  these  questions,  four  basic  concepts  of  cur¬ 
rent  cost  income  have  been  developed. 

(l)  General  purchasing  power  adjustments 

Under  this  concept,  profit  is  not  recognized  until 
capital,  adjusted  to  reflect  changes  in  the  general 

■^Jean  St.  Kerr,  "Three  Concepts  of  Business  Income," 
in  An  Income  Approach  to  Accounting  Theory,  ed.  by  Sidney 
Davidson,  David  Green,  Charles  T.  Horngren,  and  George 
Sorter  (Englewood  Cliffs,  New  Jersey:  Prentice  Hall,  Inc., 
1964),  p.  42. 
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purchasing  power  of  money,  has  been  maintained The 
index  used  for  the  adjustment  is  the  reciprocal  of  tlhe 
value  of  money  itself— in  the  U.S.A.,  the  G.N.P.  Implicit 
Price  Deflator.  Basically,  this  concept  is  very  similar 
to  the  historical  cost  approach,  in  that  a  proprietor 
venture  attitude  is  maintained.  The  assumption  is  made 
that  the  business  transactions  proceed  from  cash  to 
nonmonetary  assets  and  back  to  cash.  The  investor  is  then 
free  to  spend  his  money  on  any  set  of  goods  or  services  he 
wants . 

Opposition  to  this  concept  has  been  severe.  The 

entity  theorists  dismiss  it  immediately,  since  the  firm's 

capital  is  not  necessarily  maintained.  Generally,  investors 

are  not  free  to  spend  their  money  on  all  goods  and  services, 

but  are  restricted  to  only  consumer  goods.  Although  some 

would  make  a  further  adjustment  to  reflect  the  changes  in 

specific  prices,  others  would  not. 

(2)  Shareholder  purchasing  power  maintenance 

Consistent  with  the  proprietary  theory,  other  theorists 

have  argued  that  the  Investor's  ability  to  purchase  consumer 

goods  should  be  maintained.  Therefore  they  adopt  the  :Con- 

58 

Sumer  Price  Index  as  the  relevant  index.  Again,  the 

57 

'See  Staff  of  the  Accounting  Research  Division, 
Reporting  the  Effects  of  Price  Level  Changes,  Accounting 

Research  Study  No.  b  (New  York:  American  Institute  of 

Certified  Public  Accountants,  1963). 

58 

^  For  example  see  Chambers,  Accounting  Evaluation, 
p.  229.  Chambers  advocates  this  index  for  general  price 
level  adjustments  and  output  prices  for  specific  adjustments. 
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entity  theorists  reject  this  concept  on  prlma  facie  evi¬ 
dence.  Furthermore ,  investors  are  unlikely  to  liquidate 
their  capital  for  consumption  purposes,  and  the  account¬ 
ing  postulate  of  continuity  assumed  that  firms  will  gener¬ 
ally  not  liquidate  so  that  investors  can  consume  their 
qq 

investments . 

(3)  Investment  purchasing  power  of  the  firm 

Professor  Hendriksen  has  been  the  main  proponent  of 
this  concept. ^  The  objective  is  to  maintain  the  invest¬ 
ment  purchasing  power  of  the  firm,  for  which  three  indexes 
are  available:  (a)  a  general  index  which  would  permit  the 
firm  to  reinvest  in  investment  goods  in  general;  (b)  an 
industry  index  which  would  permit  investment  in  goods 
within  an  industry;  and  (c)  an  index  for  each  firm  which 
would  permit  the  firm  to  acquire  the  goods  that  it  has 
purchased  in  the  past.  Hendriksen  favors  the  first  index. 
The  entity  concept  predominates  in  this  idea.  Gynther 
argues  against  it  on  the  grounds  that  firms  must  have  per¬ 
fect  knowledge  of  all  investment  opportunities  in  all 
markets  combined  with  the  flexibility  to  take  advantage 
of  the  opportunities.  Hence  the  index  is  not  really 
relevant.^1  In  the  final  analysis,  this  question  is  really 
an  empirical  one.  Are  the  majority  of  firms  relatively 

-^Hendriksen,  Accounting  Theory,  p.  179- 
6°Ibid. ,  pp.  179-182. 

^R.  S.  Gynther,  Accounting  for  Price  Level  Changes  — 
Theory  and  Practice  (Melbourne:  Accountants  Publishing 
Company  Ltd.,  1983) ,  p.  9- 
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stable,,  or  do  they  change  markets  and  products  frequently? 
Intuitively,  one  feels  that  the  trend  is  toward  diversifica¬ 
tion.  Therefore,  the  general  investment  goods  index  may 
be  the  most  "correct." 

(4)  Specific  replacement  purchasing  power 

Under  this  concept  of  income,  the  firm  is  unable  to 

earn  a  profit  until  it  is  in  a  position  of  being  able  to 

maintain  the  operating  capacity  which  its  asset  resources 
62 

provide.  The  critical  difference  between  this  concept  and 
that  of  Chambers’  is  that  Gynther  advocates  using  market 
buying  prices  to  establish  current  costs,  while  Chambers 
argued  for  current  selling  prices.  Of  course,  Hendriksen 
has  argued  against  this  concept,  as  it  opposes  his  ideas 
on  the  mobility  of  firms.  Again,  the  question  is  an 
empirical  one.  The  proponents  of  such  a  concept  could  be 
nothing  but  entity  theorists. 

This  section  has  provided  only  a  brief  look  at  the 
terribly  complex  and  involved  subject  of  price  level  adjust¬ 
ments.  Each  concept  provides  a  slightly  different  idea 
on  exactly  what  should  be  included,  or  more  properly, 
excluded  from,  net  income.  All  have  agreed  that  the  main¬ 
tenance  of  capital  is  the  primary  purpose  to  be  fulfilled. 

Summa  ry 

This  chapter  has  reviewed  most  of  the  pertinent 
accounting  concepts  of  profit.  Several  fundamental  issues 
have  been  identified:  (l)  What  is  the  necessary  degree 
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of  objectivity  for  the  presentation  of  unbiased,  data?; 

(2)  Which  is  most  relevant ,  the  entity  or  the  proprietary 
concept?;  (3)  What  is  the  appropriate  point  of  realization?; 
and  (4)  What  is  capital  and  what  is  profit?  In  answering 
these  questions,  various  theorists  have  developed  different 
concepts  of  profit. 

The  very  early  venture  concept  of  profit  simply  cal¬ 
culated  profit  as  the  difference  between  the  original  con¬ 
tributed  capital  and  the  remainder  at  the  end  of  the  ven¬ 
ture.  Later  "official"  bodies  concentrated  on  the  trans¬ 
actions  approach.,  which  demanded  a  high  degree  of  objectivity 
and  a  very  distinct  point  of  revenue  realization,  but 
included  many  of  the  characteristics  of  the  venture  and 
proprietary  concepts.  Three  basic  capital  maintenance 
approaches  were  identified:  (a)  capitalization  was  felt  to 
be  an  "ideal"  measure  of  income,  but  it  generally  involved 
subjective  valuations;  (b)  market  output  values  correctly 
separated  capital  from  income,  but  were  felt  to  be  inappro¬ 
priate  for  many  firms;  (c)  input  values,  adjusted  for 
specific  or  general  price  level  changes  struck  a  balance 
between  objectivity  and  correct  evaluations,  depending  upon 
the  index  used. 

It  is  most  obvious  that  accounting  concepts  of  profit 
have  been  tempered  by  measurement  difficulties.  The  prag¬ 
matic  nature  of  accountancy  has  precipitated  this  problem, 
and  has  necessitated  a  compromise  between  the  ideal  and 
the  objective.  The  primary  factors  which  have  given  rise 
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to  the  divergence  from  the  ideal  to  the  practical  are  the 
necessity  of  providing  information  before  the  venture  winds 
upj  and  the  attempt  to  provide  reliable  information  for 
prediction  purposes.  These  were  identified  as  the  basic 
dilemmas  of  the  accounting  profession. 

Finally,  an  examination  of  accounting  theories  of 
profit  is  sterile  when  abstracted  from  the  objectives 
which  the  concepts  were  designed  to  fulfill.  This  short¬ 
coming  will  be  eliminated  presently,  as  an  evaluation  of 
the  various  concepts  will  be  provided,  based  upon  the 
objectives  outlined  in  chapter  two. 


■ 

’ 


«. . 


1  I 


'  V 


' 


CHAPTER  V 


THE  ANALYSIS 

Chapters  three  and.  four  have  provided  a  somewhat 
extended,  resume  of  economic  and  accounting  concepts  of 
profit.  Chapter  two  outlined,  from  an  accounting  perspec¬ 
tive,  the  objectives  of  measuring  profit.  The  present 
chapter  will  analyze  the  various  concepts  of  profit  in 
terms  of  the  assumed  reasons  for  measuring  business  profit.. 

Introduction 

In  order  to  reduce  the  problem  to  manageable  pro¬ 
portions,  some  of  the  constraints  which  were  outlined  in 
chapter  one  must  be  imposed  on  the  profit  concepts.  It 
will  be  recalled  that  the  present  investigation  is  restricted 
exclusively  to  an  examination  of  the  profit  phenomena  in 
large  corporations.  In  such  cases,  the  entity  concept  must 
be  strictly  applied.  On  this  basis,  many  of  the  early 
economic  and  accounting  concepts  of  profit  may  be  ignored. 

For  example,  Adam  Smith  and  many  of  the  classical  economists 
were  primarily  concerned  with  proprietary  income.  Later, 

J.  B.  Clark,  Marshall,  and  Knight  correctly  identified  the 
various  components  of  income --wages,  interest,  rent,  and 
profits--and  extended  the  profit  concept.  Their  ideas  are 
of  primary  importance  however;  each  laid  the  foundation  for 
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a  more  extensive  treatment  of  the  profit  phenomena  by 
subsequent  authors. 

Four  basic  "theories"  of  profit  were  identified  in 
section  three  of  chapter  three  which  evolved  from  the 
"theories"  of  section  two:  (l)  entrepreneurial  profits; 

(2)  enterprise  profits;  (3)  monopoly  profits;  and  (4)  uncer 
tainty  profits.  These  four  concepts  are  the  most  impor¬ 
tant  for  the  present  investigation.  The  previous  two  sec¬ 
tions  of  chapter  three  are  relevant  in  so  far  as  they 
indicate  the  background  and  evolution  of  them.  Their  sig¬ 
nificance  is  historical. 

In  a  similar  manner,  the  accounting  concepts  of 
profit  may  be  reduced  to  more  manageable  proportions.  The 
investigations  before  1900.,  and  the  works  of  Fisher, 
Canning,  and  Paton  are  primarily  of  historical  significance 
While  the  transactions  approach  is  basic  to  the  accounting 
function,  the  real  issues  centre  around  the  capital  main¬ 
tenance  concepts.  The  use  of  capitalization,  market  out¬ 
put  values,  adjusted  historical  cost  or  historical  cost  is 
of  primary  significance  to  us. 

In  outline  form,  the  various  profit  concepts  may  be 
described: 

I.  Economic  Concepts 

A.  Entrepreneurial  profits 

B.  Enterprise  profits 

C.  Monopoly  profits 

D.  Uncertainty  profits 

II.  Accounting  Concepts 

A.  Capitalization 

B.  Output  values 
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C.  Adjusted  historical  cost 

D.  Historical  cost 

They  will  be  analyzed  in  terms  of  the  following  objectives: 

A.  Evaluation  of  economic  decisions 

B.  Resource  allocation 

C.  Taxation  purposes 

D.  Other  social  objectives 

What  follows,  then.,  is  a  rudimentary  deductive  analysis 
which  will  select  the  most  useful  profit  concept  from  among 
the  various  alternatives. 

Evaluation  of  Economic  Decisions 

To  be  effective,  the  organization  must  cope  with 
uncertainty  in  an  attempt  to  achieve  its  goals.  If  this 
statement  is  accepted  as  describing  managerial  function, 
outsiders  must  have  information  available  to  them  which 
describes  the  goals  of  the  company  and  the  effectiveness  of 
management  in  achieving  such  goals.  What  is  needed  is  a 
measure  of  managements  ability  to  achieve  goals  in  the 
face  of  uncertainty.  Moreover,  to  further  evaluate  manage¬ 
ment,  financial  statement  users  must  have  an  absolute  mea¬ 
sure  of  success  which  would  facilitate  a  comparison  among 
dissimilar  companies. 

In  order  to  be  valid,  a  theory  must  be  consistent 
with  the  observed  facts.  For  purposes  of  explaining  an  eco¬ 
nomic  phenomena,  Weston* s  uncertainty  theory  of  profit  is 
probably  the  most  consistent  and  widely  accepted.1  He 
concluded  that  profit  is  the  difference  between  ex_  post 

1Weston,  "The  Profit  Concept  and  Theory,"  p.  154. 
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and.  ex  ante  gains.  It  is  the  "difference  between  the 

bases  upon  which  decision  makers  choose  between  alternative 

courses  of  action  .  .  .  and  the  actual  outcomes  which  are 

2 

experienced."  Furthermore,  the  uncertainty  concept  of 
profit  is  not  altogether  inconsistent  with  other  economic 
definitions  of  profit.  For  example,  Schumpeter* s  entrepre¬ 
neurial  profits  were  seen  as  arising  because  of  innovation 
by  the  entrepreneur.  Conceivably,  Innovation  could  be 
viewed  as  an  attempt  to  cope  with  uncertainty  by  creating 
new  products  and/or  markets.  Similarly,  the  monopoly  theory 
could  be  viewed  as  an  attempt  to  cope  with  uncertainty. 

The  uncertainty  concept,  therefore,  provides  the  most  con¬ 
sistent  means  of  conceptualizing  the  profit  phenomena. 

If  it  is  important  for  "outsiders"  to  evaluate 
managerial  effectiveness  in  making  economic  decisions, 
and  if  economic  decisions  on  the  whole  are  made  on  the  basis 
of  uncertain  information  about  future  events,  it  is  our 
opinion  that  Weston* s  uncertainty  concept  of  profit  best 
describes  an  economic  phenomena  and  provides  the  most  use¬ 
ful  information  for  evaluating  economic  decisions. 

The  salient  feature  of  the  uncertainty  concept  Is 
the  comparison  of  expected  to  actual  results.  Thus  we  are 
recommending  that  management  be  evaluated  by  comparing 
expectations  (budgets  and  forecasts)  with  actual  results. 

^Ibid. ,  p .  158 . 
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Yet,  attention  must  be  paid  to  some  of  the  detailed  aspects 


of  profit  measurement.  For  example,  should  management  be 
evaluated  on  an  all-inclusive  or  a  current  operating  profit 
concept?  We  favour  the  all-inclusive  concept  for  evalua¬ 
tion  purposes,  since,  to  be  effective,  management  must  be 
successful  in  all  aspects  of  running  the  business  enter¬ 
prise.  Of  course,  it  could  be  argued  that  nonoperating 
events  are  not  controllable,  and  consequently  management 
should  not  be  held  responsible  for  them.  We  counter  that 
argument  by  asserting  that  unpredictable  future  events  are 
an  integral  part  of  the  business  decision  making  process. 

In  fact,  the  correct  reaction  to  uncertainty  gives  rise  to 
profits . 

Further  specific  questions  remain.  Should  "economic" 
costs  be  included  as  accounting  expenses?  We  believe  not, 
because  of  the  measurement  difficulties  involved.  More¬ 
over,  the  usefulness  of  the  information  is  questionable. 

Accounting  theorists  have  not  ignored  the  nature  and 
importance  of  uncertainty  bearing  in  evaluating  managerial 
effectiveness.  Edwards  and  Bell  are  probably  the  best 
known  examples,  and  while  their  primary  concern  was  evaluat¬ 
ing  decisions  for  internal  control,  they  concede  that  such 

q 

data  is  not  useless  for  outsiders.  We  are  going  a  step 
further  in  contending  that  this  concept  is  the  most  useful 
for  evaluating  economic  decisions  by  outsiders.  Nevertheless 

^Edwards  and  Bell,  Business  Income. 
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as  Moonltz  has  noted..,  It  is  not  enough  to  compare  the  actual 
results  with  expected  results.^  Rather.,  ex  post  profits 
must  be  provided  which  facilitate  a  comparison  of  the 
actual  results  among  various  alternative  forms  of  invest¬ 
ment.  Thus  decisions  are  best  evaluated  by  comparing 
what  did  happen  to  what  was  expected  to  happen  and  to 
profits  in  other  firms. 

This  does  not  answer  the  ever  present  problem  of  how 
to  provide  the  best  measure  of  ex  post  profits.  We  will 
consider  that  question  presently.  However,  there  is 
another  problem  associated  with  the  comparison  of  expected 
to  actual  performance.  The  question  of  why  a  variance 
arose  is  most  important  for  evaluating  decisions.  Out¬ 
side  of  underlining  the  importance  of  the  problem  and 
indicating  that  information  is  required,  little  else  can 
be  said  here. 

Resource  Allocation 

The  problem  of  investor  resource  allocation  is 
closely  linked  to  that  of  managerial  evaluation,  since  an 
effective  management  is  one  which  commands  investor  respect 
and  consideration.  Moreover,  the  most  relevant  profit  fig¬ 
ure,  for  investors,  is  the  anticipated  or  expected  profit 
figure.  Only  a  Charlemagne  can  predict  the  future  with 
certainty,  but  estimates  are  possible.  Management  is  the 
group  best  able  to  provide  estimations  of  future  earning 

^Maurice  Moonltz,  "Should  We  Discard  the  Income  Con¬ 
cept,  "  The  Accounting  Review,  XXXVIII  (April,  1962),  p.  180 . 
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capacity;  in  fact,,  in  the  form  of  budgets  and  forecasts, 
estimations  are  used  extensively  for  internal  planning  and 
control . 

While  predictions  of  future  profits  are  important 
for  investor  fund  allocation,  historical  or  past  earnings 
are  important  for  several  purposes.  As  indicated  in  the 
previous  section,  they  provide  a  bench  mark  against  which 
managerial  effectiveness  can  be  measured  in  relation  to 
expected  performances  and  to  alternative  forms  of  invest¬ 
ment.  Furthermore,  they  are  important  for  determining 
dividend  policy  and  are  an  integral  part  of  the  custodial 
function  of  accountancy.  Finally,  they  are  relevant  so 
far  as  past  results  are  indicative  of  future  expectations. 

The  question  to  be  answered,  then,  is  which  profit  concept 
is  most  appropriate  for  measuring  past  earnings? 

Traditionally,  accountants  have  been  concerned  with 
the  calculation  of  past  profits.  It  is  not  surprising, 
therefore,  that  we  should  turn  to  accounting  concepts  of 
profit,  in  a  search  for  a  relevant  concept  of  ex  post 
profits.  Moreover,  it  is  in  the  calculation  of  past  profits 
that  the  accounting  principles  of  objectivity,  verifiability, 
etc.,  become  important. 

We  are  concerned,  then,  with  choosing  the  most  appro¬ 
priate  capital  maintenance  concept  from  among  the  various 
alternatives.  The  capitalization  method  involves  subjective 
evaluation  of  future  expectations  and  therefore  is  not 
appropriate  as  an  objective  measure  of  past  performance. 
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The  market  output  valuation  procedure  carries  with  It  the 

Implicit  assumption  that  the  firm  may  be  forced  to  liquidate 

in  the  immediate  future.  Besides  running  contrary  to  our 

concept  of  the  firm.,  this  assumption  has  other  shortcom- 

5 

ings .  We  feel,  therefore,  that  input  values  provide  the 
most  appropriate  means  of  capital  maintenance.  The  argu¬ 
ments  for  and  against  the  various  price  level  adjustments 
have  been  vigorous  and  frequent.  Only  a  few  were  covered 
in  the  previous  chapter.^  Our  bias  at  that  was  in  favour 
of  Hendriksen’s  investment  purchasing  power  of  the  firm 
concept,  under  which  assets  are  valued  by  a  general  index 
which  would  permit  firms  to  reinvest  in  investment  goods 
in  general.  An  overall  investment  purchasing  power  price 
index  does  not  presently  exist.  However,  a  combination 
of  the  implicit  price  deflators  for  the  "other  new  con¬ 
struction"  and  producers1  "durable  equipment"  segments  of 
the  GNP  price  deflator  could  be  used. 

The  advantages  of  such  an  index  are  obvious.  Primary 
emphasis  is  placed  upon  maintaining  the  firm's  ability  to 
produce  goods  and  services.  It  is  objective.  It  is  con¬ 
sistent  with  the  dynamic  nature  of  many  large  corporations. 
Thus,  it  is  our  opinion  that  the  most  logical  measure  of 
ex  post  profits  is  the  remainder  which  accrues  to  the  firm 
after  maintaining  its  ability  to  invest  in  investment 

^See  chapter  IV,  section  III. 

^For  an  excellent  review  of  the  various  concepts  see 
Gynther,  Accounting  for  Price  Level  Changes. 
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goods  In  general. 

Similarily*  general  purchasing  power  price  level 
adjustments  facilitate  the  fulfillment  of  other  accounting 
and  Investor  objectives.  The  calculation  of  profit  after 
maintaining  the  firm's  ability  to  produce  goods  and  ser¬ 
vices  in  general  facilitates  more  realistic  dividend 
policies*  since-  the  proper  demarcation  between  capital  and 
income  is  maintained.  Moreover*  investors  generally  have 
a  more  clear  indication  of  the  degree  to  which  the  reten¬ 
tion  of  earnings  increases  the  earning  capacity  of  the 
firm.  Additionally*  the  custodial  function  is  fulfilled 
since  a  more  effective  evaluation  of  the  use  of  the 
firm's  funds  is  provided. 

For  prediction  purposes  we  feel  that  only  reoccur¬ 
ring  events  should  be  recognized  in  the  profit  accounts. 
Extraordinary  items  and  changes  which  occurred  in  the  past 
periods  are  not  likely  to  indicate  a  permanent  increase  in 
the  earning  capacity  of  the  firm  and  therefore  should  not 
be  included  in  the  net  profit  calculations.  We  conclude 
therefore*  that  the  most  relevant  profit  figure  for 
investor  resource  allocation  is  the  anticipated  profit 
figure.  Secondarily*  past  profits  based  upon  historical 
cost  adjusted  by  an  investment  purchasing  power  index  and 
including  only  recurring  items  from  normal  operations  are 
important.  However*  they  are  only  important  in  so  far  as 
they  indicate  future  earning  power.  Additionally*  they 
provide  a  guide  to  dividend  policy  and  play  an  important 
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role  in  the  custodial  aspect  of  accountancy. 

Taxation  Purposes 

Governments  and  society  generally  have  assumed  that 
an  individual's  or  corporation's  ability  to  pay  taxes  is 
best  indicated  by  his  net  income  or  profit.  In  making  this 
assumption,  governments  are  able  to  regulate,  by  means  of 
tax  laws,  the  figures  which  are  reported  as  net  income. 
However,  there  are  several  substantive  issues  involved. 
Foremost  among  these  issues  are:  (l)  equity  among  subjects 
taxed;  and  (2)  the  economic  consequences  of  taxation. 

Traditionally,  It  has  been  argued  that  taxation  of 
business  profits  and  taxation  of  shareholder  dividends  has 
constituted  double  taxation.  This  thesis  has  argued  that 
the  corporation  is  a  separate  "entity"  and  receives  a 
separate  "income."  In  this  sense,  taxation  of  corporate 
profits  and  personal  dividend  Income  is  not  double  taxa¬ 
tion.  Hence,  to  the  extent  that  profits  constitute  a  reason¬ 
able  taxation  base,  profit  taxation  is  equitable. 

There  remains,  however,  the  choice  of  the  most  relevant 
profit  concept  as  a  tax  base.  Generally,  past  profits 
have  been  considered  most  useful.  In  fact,  it  is  most 
difficult  to  see  how  ex  ante  profits  could  serve  as  a  tax 
base,  since  by  nature,  they  are  subjective.  Moreover,  It 
seems  to  make  little  difference  whether  profits  are  con¬ 
sidered  as  arising  from  uncertainties,  monopoly,  or  entre¬ 
preneurial  ability.  It  could  be  argued,  and  undoubtedly 
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has  been,  that  true  economic  costs  should  be  used  In  calcu¬ 
lating  net  profit  for  taxation  purposes.  Others  may  feel 
that  monopoly  profits  should  be  taxed  at  a  greater  rate 
than  should  other  profits.  While  some  of  these  arguments 
may  be  valid,  the  measurement  difficulties  Involved 
undoubtedly  limit  their  application.  Alternatively,  the 
government  is  free  to  tax  in  special  cases,  as  the  situa¬ 
tion  warrants,  by  means  of  special  depletion  allowances, 
et  cetera. 

Again,  we  are  drawn  to  the  conclusion  that  a  somewhat 
objective  measure  of  past  profits  is  required.  Nevertheless, 
we  must  argue  that  it  is  paramount  that  the  firm's  ability 
to  produce  goods  and  services  be  maintained.  Consequently, 
we  conclude  that  historical  costs  must  be  adjusted  to 
reflect  the  rise  or  fall  in  price  levels.  Again, 

Hendriksen's  investment  purchasing  power  index  seems  most 
relevant,  for  the  reasons  outlined  earlier. 

Other  Social  Objectives 

To  attempt  to  examine  all  of  the  possible  social 
objectives  of  measuring  profits  would  be  an  insurmountable 
task.  Nevertheless,  it  is  important  to  realize  that,  in 
its  communication  role,  accounting  is  capable  of  generat¬ 
ing  various  kinds  of  information.  Providing  information 
for  use  by  other  than  "traditional"  users  is  in  fact 
possible.  The  problem  can  be  tackled  from  two  perspectives. 
First,  taking  the  present  framework  as  given,  what 
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adjustments  are  necessary  to  make  accounting  information 
more  useful  for  social  purposes?  And  second,,  would  a 
completely  different  concept  of  the  firm  and  its  relation¬ 
ship  with  society  be  more  purposeful? 

The  first  line  of  inquiry  leads  us  directly  to  the 
price  level  problem.  During  periods  of  rising  prices., 
"profits"  are  often  inflated  because  of  the  inclusion  of 
holding  gains.  Consequently,  labour,  consumers,  and 
shareholders  often  demand  a  greater  share  of  the  "profits",. 
Yet,  in  order  to  maintain  its  operating  capacity,  the 
firm  must  replace  its  assets  as  they  become  obsolete  with 
ones  costing  more  dollar  unfits.  Hence,  an  attempt  to 
appease  one  of  the  interested  groups  by  higher  wages,  higher 
dividends,  or  lower  prices,  infringes  upon  the  "capital" 
of  the  firm.  Alternatively,  during  periods  of  falling 
prices,  the  firm  can  retain  more  real  dollars,  and  in  this 
sense  realize  "excess  profits". 

The  solution  to  this  problem  is  rather  straight 
forward.  Profits  must  be  calculated  after  maintaining 
the  firmrs  ability  to  continue  producing.  The  alternative, 
during  times  of  increasing  prices,  is  usually  the  appease¬ 
ment  of  labour  and  shareholders  at  the  expense  of  consumers. 
During  times  of  decreasing  prices,  there  may  be  a  gradual 
decrease  in  the  services  provided  to  society  by  the  firm. 
Rational  judgements  can  only  be  made  based  upon  price 
level  adjusted  profit  figures. 

It  is  possible  to  adopt  a  more  Utopian  concept  of 
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the  corporation,  which  would  view  labour,  management,  and 
shareholders  as  competing  for  a  residue  which  remains 
after  deducting  the  cost  of  physical  goods  from  gross  rev¬ 
enues.  The  remainder  would  represent  the  total  amount 
to  be  distributed  to  each  party.  Subsequent  bargaining 
or  arbitration  would  determine  the  exact  allocation. 

Interestingly,  this  profit  concept  approaches  the 
uncertainty  concept  developed  by  Weston.  He  felt  that 
profits  could  be  defined  as  the  excess  of  any  income 

i 

category  over  expectations.  Thus,  if  the  remuneration  of 
labour,  capital  and  land  was  fixed  before  the  production 
cycle,  an  excess,  or  unplanned  remainder  accruing  to  each 
party  would  constitute  a  profit.  Practically  insurmount¬ 
able  difficulties  would  be  encountered  in  the  implemen¬ 
tation  of  such  a  process,  and  In  fact,  a  social  revolution 
would  have  to  occur  before  it  could  be  implemented. 
Nevertheless,  accounting  must  be  prepared  to  serve  varying 
social  conditions  as  required. 

Summa  ry 

This  chapter  has  evaluated  economic  and  accounting 
concepts  of  profit  in  terms  of  the  assumed  reasons  for 
measuring  business  profit.  Several  features  have  become 
overwhelmingly  apparent.  First,  contrary  to  traditional 
accounting  philosophy,  no  single  measure  of  profit  is 
appropriate  for  all  purposes.  However,  in  weighing  the 
objectives,  resource  allocation  and  managerial  evaluation 
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must  be  given  the  highest  priorities.  For  these  purposes, 
the  uncertainty  concept  of  profit  is  the  most  appropriate. 
Several  reasons  are  apparent:  (l)  it  is  the  most  consistent 
with  economic  realities;  (2)  it  combines  subjective  evalua¬ 
tions  of  future  events  with  objective  measures  of  past 
events;  and.  (3)  as  Edwards  and  Bell  have  indicated,  it  is 
capable  of  being  incorporated  into  the  present  accounting 
framework . 

Secondly,  if  our  assumptions  hold  true,  a  form  of 
price  level  adjustments  is  necessary.  This  is  by  no  means 
a  novel  recommendation,  and  yet  it  is  no  less  important  to 
all  aspects  of  accountancy.  Finally,  the  importance  of 
the  constraints  of  chapters  one  and  two  cannot  be  over¬ 
emphasized.  The  conclusions  reached  in  this  chapter  are 
limited  in  no  uncertain  way  by  them. 
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CHAPTER  VI 


SUMMARY  AND  RECOMMENDATIONS  FOR 
FURTHER  RESEARCH 

The  purpose  of  this  thesis  is  to  select  the  profit 
concepts  which  best  fulfill  the  objectives  of  measuring 
business  Income.  The  purpose  Is  accomplished  by:  (l)  a 
historical  review  of  accounting  and  economic  literature 
on  profit  "theory".,  in  order  to  uncover  the  various 
definitions  of  profit]  and  (2)  an  analysis  of  the  profit 
concepts  in  terms  of  the  objectives  of  measuring  profit. 
The  issues  involved  in  selecting  an  appropriate  profit 
concept  are  identified.  The  prevailing  definitions  of 
profit  are  elucidated,  and  the  appropriate  definition  of 
profit  for  each  of  the  objectives  of  measuring  profit  is 
selected.  The  methodology  is  therefore  normative,  primar¬ 
ily  based  upon  library  research. 

The  analysis  depends  primarily  upon  the  postulated 
nature  of  the  firm,  its  relationship  with  society,  and  the 
role  and  limitations  of  accountancy.  The  types  of  firms 
with  which  we  are  concerned  are  characterized  by  the  sepa¬ 
ration  of  management  from  control,  by  largeness,  and 


129 


■ 


~ 


V 


\ 


130 


therefore  by  their  ubiquitous  social  and.  economic  power. 

We  envision  accounting  as  fulfilling  a  communication  role 
between  the  corporation  and  society.  In  fulfilling  its 
prescribed  role.,  accountancy  should  provide  information 
which  enables  users  to:  (l)  evaluate  economic  decisions; 

(2)  allocate  resources  knowledgeably;  (3)  tax  justly;  and 
(4)  fulfill  other  social  objectives.  Moreover,  accountancy 
should  adopt  a  strict  entity  concept  in  attempting  to  mea¬ 
sure  business  profit  rather  than  personal  income . 

The  Historical  Review  of  Economic  Profit  Concepts 

Both  the  reviews  of  economic  and  accounting  litera¬ 
ture  attempt  to  answer  the  question,  "What  Is  profit  and 
to  whom  does  it  accrue?"  Wide  divergences  in  opinion  are 
noted.  Adam  Smith  defined  profit  as  a  purely  personal 
gain  to  the  owner  of  capital  as  a  reward  for  supervising 
Its  employment.  It  was  the  maximum  amount  that  a  person 
could  spend  in  a  period  without  Infringing  upon  his  capital. 

The  classical  economists,  beginning  with  Ricardo, 
generally  defined  profit  as  an  excess  of  selling  price 
over  the  costs  of  production.  Commonly,  it  was  argued  that 
the  maintenance  of  capital  was  necessary  before  profits 
arose. ^  With  the  exception  of  the  more  refined  analysis  of 
J.  S.  Mill,  few  reasons  were  given  for  the  existence  of 
profits.  Moreover,  few  distinctions  were  drawn  between 
the  various  income  categories  of  wages,  rent,  interest, 

Generally,  It  was  felt,  especially  by  Ricardo,  that 
real  capital  must  be  maintained. 
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and  profit,  since  profit  was  the  total  income  of  a  segment 
of  the  population--the  "businessman".  The  ideas  of  the 
classical  economists  were  severely  limited  by  the  difference 
in  prevailing  social  conditions  between  their  time  and  our 
own. 

The  works  of  three  representatives  of  the  neoclassical 
school  are  discussed:  (l)  Alfred  Marshall;  (2)  J.  B.  Clark; 
and  (3)  F.  J.  Knight.  Profits  were  defined  by  all  three 
as  an  economic  remainder  after  the  maintenance  of  absolute 
capital  and  after  the  deduction  of  economic  costs.  Never¬ 
theless,  several  important  differences  arose.  Profits  were 
seen  as  a  distinct  and  separate  income  category.  More 
important,  three  distinctly  different  reasons  for  the 
profit  phenomena  were  given,  and  hence  three  different 
recipient  groups  were  identified.  Marshall  clearly  iden¬ 
tified  profits  as  an  impersonal  enterprise  gain  which  arose 
from  monopoly  or  other  market  discrepancies.  Clark,  on 
the  other  hand,  described  profits  as  an  entrepreneurial 
gain  accruing  to  business  owner/managers.  Knight  also 
defined  profit  as  entrepreneurial  gain  accruing  to  busi¬ 
ness  owners;  however,  he  viewed  them  as  arising  because  of 
the  uncertainty  involved  in  the  business  organization. 

This  divergence  in  opinion  which  was  clearly  present 
in  the  early  twentieth  century  continued  until  the  present 
date.  Four  quite  separate  profit  concepts  have  arisen: 

(l)  the  innovation  and  entrepreneurial  definition;  (2)  the 
enterprise  definition;  (3)  monopoly  profits;  and  (4)  the 
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uncertainty  concept.  Basically,  this  divergence  In  opinion 
arose  because  of  the  different  uses  to  which  economists 
placed  profit  concepts.  The  functional  theorists  (enter¬ 
prise  and  entrepreneurial  definition)  argued  that  profits 
were  the  income  of  a  particular  social  class.  The  uncer¬ 
tainty  and  the  monopoly  advocates  disagreed  in  contending 
that  profits  were  a  nonfunctional  residue  accruing  to  any 
class  of  income  recipients  because  of  the  existence  of 
uncertainties  or  preferred  market  positions. 

These  "modern"  economic  concepts  of  profit  are 
obviously  more  relevant  to  the  present  argument  since  they 
describe  prevailing  social  conditions.  Contrary  to  what 
many  accounting  theorists  assume,  there  is  a  clear  diver¬ 
gence  in  economic  definitions  of  profit.  Equally  as  clear 
is  the  divergence  of  opinion  between  economists  and 
accountants . 

Accounting  Concepts  of  Profit:  A  Historical  Approach 

Basically,  the  same  approach  is  taken  to  accounting 
concepts  of  profit  as  is  taken  to  economic  concepts:  What 
is  profit,  and  to  whom  does  it  accrue?  The  very  early 
approach  to  profit  measurement,  which  is  best  described  as 
the  balance  sheet  method,  defined  profit  as  the  excess  of 
proceeds  over  outlays  for  a  given  venture.  Proprietary 
income  predominated  in  the  literature  until  the  depression 
era.  The  proprietary  bias  has  influenced  profit  calculation 
until  the  most  recent  theoretical  advances.  It  is  proposed 
that  this  is  because  of  strict  rules  and  conventions  of 
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the  accounting  profession.  Further  evidence  of  this  is 

2 

found  in  the  informal  bias  toward  the  venture  concept. 

Against  this  general  background  we  find  several 
other  controversies  with  regard  to  profit  theory  in  the 
accounting  literature.  The  AAA  favored  an  all-inclusive 
concept  of  profit*  while  the  AICPA  recommended  the  calcula¬ 
tion  of  profits  which  resulted  from  current  normal  opera¬ 
tions.  As  both  bodies  favoured  the  transactions  method 
of  calculating  income*  it  was  quite  firmly  established  in 
accounting  practice. 

However*  the  real  issues  are  found  in  the  approach 
to  capital  maintenance  to  be  used.  For  the  sake  of  con¬ 
venience*  we  adopted  Hendriksen’s  classification  system 
for  conceptualizing  capital  maintenance  concepts.  Three 
broad  categories  are  discussed:  (l)  capitalization; 

(2)  output  values;  and  (3)  input  values.  Each  presents 
a  unique  definition  of  what  should  be  included  in  profit 
and  some  identify  different  recipients  of  profit. 

The  capitalization  approach  defines  the  rate  of 
profit  as  the  interest  rate  which  equates  the  present 
value  of  receipts  to  the  present  value  of  outlays. 

Chambers  is  the  main  proponent  of  the  use  of  output  asset 

2 

See  ch.  IV*  p.  85.  The  failure  to  present  the  replace¬ 
ment  cost  or  a  current  cost  of  assets  is  evidence  of  this* 
since  each  purchase  and  asset  disposal  is  a  separate  "venture". 

3 

The  reader  will  note  that  from  the  time  of  Smith 
onward*  the  maintenance  of  real  capital  was  considered 
important  by  economic  theorists. 
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values  to  calculate  profit.  The  excess  of  net  asset  values 
at  the  end  of  the  period  over  those  at  the  beginning  of 
the  period  Is  net  profit.  Traditionally.,  historical  costs 
have  been  used  to  establish  asset  values.  Four  "adjusted 
historical  cost"  alternatives  are  available:  (l)  general 
purchasing  power  of  money;  (2)  shareholder  purchasing 
power;  (3)  investment  purchasing  power  of  the  firm;  and 
(4)  specific  replacement  purchasing  power.  Under  reach,  no 
profit  can  be  recognized  until  capital  is  maintained  after 
adjustments  have  been  made  using  the  appropriate  index. 

The  Analysis 

The  conclusions  of  this  thesis  may  be  stated  briefly 
as  follows: 

(1)  For  purposes  of  evaluating  economic  decisions,  an 
all-inclusive  concept  of  profit  is  best.  It  should  be 
based  upon  the  uncertainty  concept  which  describes  profit 
as  the  difference  between  expected  and  actual  gains.  Addi¬ 
tionally,  ex  post  profit  should  not  be  calculated  until  the 
capital,  adjusted  for  the  Investment  purchasing  power  of 
the  firm  has  been  maintained. 

(2)  For  resource  allocation  purposes,  the  uncertainty 
concept  of  profit  is  most  useful,  since  it  provides  a 
measure  of  expected  earning  capacity.  Again,  ex  post 
profits  should  be  calculated  using  the  investment  purchas¬ 
ing  power  adjustment  to  revalue  assets.  However,  only 

net  operating  profit  should  be  included. 

(3)  For  taxation  purposes  a  measure  of  past  profits 
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is  sufficient.  The  ability  of  the  firm  to  produce  goods 
and  services  must  not  be  impaired,,  therefore  the  same 
adjustment  must  be  made. 

(4)  For  other  social  objectives,  the  assumed  nature 
of  the  firm  and  its  relationship  with  society  must  be 
explicitly  stated.  Nevertheless,  if  profits  are  the  excess 
of  any  income  category  above  expectations,  one  could  con¬ 
ceivably  envision  dividing  the  excess  of  revenues  over 
contractual  costs  among  land,  labour,  and  capital. 

No  single  definition  of  profit  is  appropriate  for  all 
uses.  As  social  and  economic  conditions  change,  accounting 
must  be  adaptable  enough  to  fulfill  varying  information 
requirements.  Consequently,  the  theory  of  accounting  must 
remain  flexible  enough  to  fulfill  changing  objectives  and 
social  conditions. 

Recommendations  for  Further  Research 

In  a  study  as  broad  as  the  present  one,  the  oppor¬ 
tunities  for  further  research  are  numerous.  We  will 
restrict  our  attention  to  those  issues  which  are  specifi¬ 
cally  identified  by  this  thesis. 

We  have  concluded  firmly  in  favour  of  the  uncertainty 
concept  of  profit.  While  a  great  deal  of  deductive  anal¬ 
ysis  has  been  conducted  into  the  nature  of  risk  and  uncer¬ 
tainty,  and  the  way  in  which  the  organization  reacts  to  it, : 
much  remains  to  be  empirically  validated.  More  specifi¬ 
cally,  if  an  independent  measure  of  uncertainty  could  be 
formulated,  its  relationship  to  profit  would  be  interesting. 
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By  correlation  analysis*  it  would  be  possible  to  determine 
if  profits  are  a  reward  for  uncertainty  bearing. 

Further  research  into  the  decision  making  processes 
of  information  recipients  is  required.  By  empirical 
research.,  it  may  be  possible  to  select  the  most  appropriate 
definition  of  profits  from  the  alternatives*  by  determining 
which  measure  of  profit  best  aids  the  decision  maker.  On 
balance*  substantial  empirical  research  is  required  to 
complete  a  comprehensive  theory  of  profit. 

There  is  need  for  a  general  investment  purchasing 
power  index  which  reflects  the  movement  in  price  levels 
of  investment  goods.  Such  an  index  must  reflect  the  changes 
in  prices  of  investment  goods  in  general  and  it  must  be 
tested  with  regards  to  its  ability  to  maintain  the  firmls 
ability  to  produce  goods  and  services. 
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